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“Who is a transferor?’’ should not be as difficult to determine 
as it is. State law is a basis used in this determination and it is one 
that always leads more to enigma than definition. This question is 
analyzed by David G. Kay in connection with renunciations, disclaimers 
and releases. He suggests a yardstick which would benefit the tax- 
payer, his estate-planning counselor and the government. 


The 1954 Code has had a clarifying effect on alimony and separa- 
tion payments, but there remain certain important problems which are 
likely to involve the parties in disputes with the Commissioner. For 
example, what is the proper tax treatment of installment payments of 
alimony where the total amount payable may not be absolutely fixed 
because of contingencies imposed by local law? How does one handle 
payments made under a written agreement executed by the parties after 
divorce? This is the subject of an enlightening article by William M. 
Horne, Jr. 


England has a novel idea that would arant tax relief to certain 
United Kingdom companies that carry on business overseas. We think 
it important to examine this new United Kingdom provision because an 
understanding of the device may point up some of the difficulties in 
drafting legislation in this area and some of the shortcomings of existing 
United States laws. For that reason, many of our readers will profit 
from David Bronheim’s article discussing the United Kingdom experiment. 


THIS MAGAZINE is published to promote sound thought in economic, legal and 
accounting principles relating to all federal and state taxation. To this end it 
contains signed articles on tax subjects of current interest, reports on pending 
State tax legislation, interpretations of tax laws and other tax information. 


The editorial policy is to allow frank discussion of tax issues. On this basis 
contributions are invited. Responsibility is not assumed for the contents of the 
articles or for the opinions expressed therein. Editor, Henry L. Stewart; Wash- 
ington Editor, Lyman L. Long; Business Manager, George J. Zahringer; Circula- 
tion Manager, M. S. Hixson. 
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The federal courts, the Tax Court and the Internal Revenue Service inter- 
pret the law by their numerous decisions. . . . In this department of 


the magazine, the reader will find comments on decisions and rulings 
selected from this never-diminishing stream for his current interest. 


Famity PARTNERSHIPS involving hus- 
band, wife and children were held to be valid partnerships in two 
recent decisions of the United States Court of Claims (Williamson 
v. U. S., 57-2 ustc J 9835, and Sklarsky v. U. S., 57-2 ustc J 9836). 
Because of the relationship, of course, the Commissioner con- 
tended that these were not valid partnerships; but the court, in 
well-written opinions, held that in spite of the relationship be- 
tween the partners, there was actual intention to form a partner- 
ship. In the Sklarsky case, not all the children were taken into 
the partnership; and the opinion seems to indicate that this 
strengthens the contention that a valid family partnership was 
formed by the father, mother and those children who did want 
to participate in the business. 


In ANOTHER partnership decision involv- 
ing husbands and wives, the wives obtained their interest in 
the partnership through gift transfers, from their husbands, of 
stock in a predecessor corporation. It was held that a valid part- 
nership existed. The court said that it was inclined to look upon 
inconsistencies in plaintiffs’ statements as being explainable on 
the basis of their inexperience in legal and business matters at 
the time they entered into the partnership. Further, at the time 
the partnership became operative, there was no certainty of 
profits that would result in a tax advantage to the partners. 
Invested capital and labor of other employees were major factors 


in the production of partnership earnings.—Armitage v. Granger, 
57-2 ustc J 9818 (DC Pa.). 


Tue BEAUTIFUL MUSIC of George 
Gershwin was left to his mother (who is now dead). She trans- 
ferred use of the music to a motion picture company, and now 
the tax question is: Should money received for this right to use 
be treated as ordinary income or as capital gain income? If the 
instrument of transfer was merely a license, then the income 
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is ordinary income. If there was a sale of rights, then the capital 
gains provision is applied. The instrument of transfer gave the 
buyer the seller’s entire right in such compositions as the buyer 
might choose to use. But the seller still retained a limited right 
to use. If the motion picture company used these compositions 
further than the first use stated in the agreement to buy, then 
additional compensation would be paid. The court held that 
there was a complete transfer of title subject only to the right 
to receive additional compensation for further use and subject to 
a limited right of use remaining in the seller. So it was held that 
this was a sale of a portion of the seller’s rights. The capital gains pro- 
vision was applied.—Gershwin v. U. S., 57-2 ustc J 9833 (Ct. Cls.). 


SoMETIMES when stockholders make loans 
to a corporation and these loans are subsequently repaid, the 
Commissioner looks upon the repayments as dividends. When 
stock is pledged for a loan, the entries on the books should make 
it clear that such certificates are not being sold; otherwise the 
Commissioner concludes that a sales transaction took place and 
capital gains taxes are due. In John H. Perkins, CCH Dec. 22,480 
(M), 16 TCM 548, this situation was complicated by the fact 
that the accountant who prepared the taxpayer’s return reported 
a sale of the stock and the taxpayer signed the return. The 
obtaining of evidence was complicated because the accountant, 
who was familiar with the books, had died. 


THe TAXPAYER held a note of a corpora- 
tion which he determined to be worthless. Instead of instituting 
bankruptcy proceedings to establish the worthlessness of the 
note, he assigned it to a third party for a very small amount. 
This was a tax error. It did not extinguish the obligation of the 
note. It converted the deduction into a capital loss deduction.— 


Von Hoffmann Corporation, CCH Dec. 22,479(M), 16 TCM 546. 


Our SYSTEM is often typed a self-assessing 
system because the taxpayer computes his tax and files his return. 
This is not true technically. There is no basis in the statute or 
regulations for this concept. The taxpayer “determines” but the 
Secretary of the Treasury or his delegate “assesses.” The point 
arose in a recent decision involving a refund, a tentative return 
and the date from which the interest should run. Filing a return 
does not create an assessment and filing a tentative return does 
not define the tax obligation.—Atlantic Mutual Insurance Company 
v. McMahon, 57-2 ustc J 9846 (DC N. Y.). 
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Ir IS WELL TO REMEMBER that leases 
which require payment of the last year’s or last month’s rent at 
the beginning of the period increase the lessor’s income for that 
beginning year. That is nothing more than prepaid income to the 
lessor. The lessor’s purpose is sometimes accomplished without 
the tax effects by requiring a sum equal to the last year’s or last 
month’s rent as a security deposit for the lessee’s faithful per- 
for nance of the lease. This money is income to the lessor in the 
last year of the lease. Thus, bunching income in the first year 
is avoided. See New Capital Hotel, Inc., CCH Dec. 22,436, 28 TC 
—, No. 77. 


Wuen THE FATHER DIED, his son owed 
him $50,000. The father’s executor listed the debt as worthless, 
having a market value of zero. Fifteen years later the son died 
and the father’s executor filed a claim against the son’s estate. 
Let’s assume the claim was settled for something less than the 
full amount. See any income tax consequences? While the 
debt was listed as worthless, there had been no attempt on the part 
of the father’s estate to deduct a bad debt. Property acquired 
by the estate from the decedent takes the fair market value 
at the time of acquisition as its basis. This had been declared 
to be zero. Consequently the amount of the settlement was 
excess over the basis of debt as held by the estate and there- 
fore taxable income to the estate. The repayment or settlement 
of the debt while either party lived would, of course, have in- 
curred no income tax; but on death, two new taxpayer entities 
came into existence—the several estates. The debt was worth- 
less—according to the executor—when he received it, but some- 
how he made it pay off. The bad debt did not just increase in 
value. This is gain “of whatever kind”—which is taxable. Capital 
gains provisions would not apply because there was no sale.—- 
Ernst Zobel, CCH Dec. 22,488, 28 TC —, No. 97. 


A WIFE sued for divorce. Then she took her 
husband’s business records to an Internal Revenue Service agent. 
This resulted in an indictment against the husband for failure to 
file income tax returns for two years. He charged spite. The 
Service said no, that she merely wanted to determine her own tax 
liability, if any. The husband wanted his records returned so 
they could not be used as evidence against him. He couldn’t 
get them because records coming into the government’s hands 
without violation of the taxpayer’s rights by Service agents can 
be used in prosecuting the taxpayer.—U. S. v. Ashby, 57-2 ustc 
{ 9743 (CA-5). 
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Tax news from the nation's capital as it is made by the executive, the 


legislative and the judicial branches of government. 
month's news: new judges of Tax Court 
mittee may close doors on additional tax legislation . . 


fast tax write-off provisions 


decision has tax case repercussions . 


Our Cover 


Our cover this month features Judge 
Bruce M. Forrester, recent appointee to the 
Tax Court of the United States. He took 
his oath of office on May 21. He was ap- 
pointed for the unexpired term ending June 
2, 1958, succeeding Judge Luther A. John- 
son, who has retired. 


Judge Forrester is from Kansas City, 
Missouri, where he has practiced law since 
1935 as a member of the law firm of Wat- 
son, Ess, Groner, Barnett & Whittaker, 
which is now known as Watson, Ess, Mar- 
shall and Enggas. 


Since Judge Forrester’s appointment, he 
has been joined on the Tax Court bench 
by Russell E. Train, former assistant to the 
Secretary of the Treasury. Judge Train was 
also appointed to an unexpired term ending 
June 2, 1958. He repiaces retired Judge 
Clarence P. LeMire. 


Judge Train has had long service in the 
nation’s capital. His biography was given 
in our January, 1957 issue, when he was 
featured on our cover, following his ap- 
pointment as assistant to the Secretary of 
the Treasury on November 9, 1956. 


The Congress 


According to a reliable source, members 
of the Senate Finance Committee have indi- 
cated that they cannot consider and report 
any more tax bills to the floor of the Senate 
this year. This, in effect, throws water on 
the fire figuratively burning at the present 
time in the House Ways and Means Com- 
mittee, which has been reporting out tax 
bills at a rapid clip. 


Reported out by the Senate committee, 
and perhaps already enacted, is a bill which 


Washington Tax Talk 


Headlining this 
Senate Finance Com- 
crimp put in 
Supreme Court criminal procedure 
. . Tax Division operation related. 


would currently crimp the operation of the 
fast tax write-off provisions of the Code, 
and would deal them a death blow at the 
end of 1959. 


H. R. 232, which at the time of writing 
needed only the President’s signature to 
become law, will take rapid tax amortiza- 
tion benefits away from general purpose 
facilities. Only facilities directly engaged 
and required in the manufacture of new 
weapons, and in related research and devel- 
opment, for the Department of Defense and 
the Atomic Energy Commission will be 
granted rapid write-offs. In addition, com- 
plete expiration of rapid write-offs for de- 
fense facilities is scheduled for December 


31, 1959. 


The provisions above were originally con- 
tained in S. 1795, which was approved by 
the Senate Finance Committee. They were 
added to H. R. 232 before that bill was 
released to the floor of the Senate. H. R. 
232, as originally passed by the House, would 
provide long-term compensation-type relief 
for damages in excess of $3,000 recovered 
for breach of contract or of a fiduciary rela- 
tionship. The Senate passed the amended 
bill with the new rapid amortization provi- 
sions and the House has concurred in the 
amendments. 


If the Senate Finance Committee adheres 
to its decision to stop further action on tax 
bills for this session, a number of important 
tax measures that have been passed by the 
House will have to wait until 1958 for fur- 
ther action. These include H. R. 7125, the 
“Excise Tax Technical Changes Bill of 1957”; 
H. R. 17, which would reduce the cabaret 
tax from 20 per cent to 10 per cent; H. R. 
5658, which would eliminate the 10 per cent 
retail tax on aromatic cachous (Sen-Sen); 
H. R. 7762, which would make the provision 
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granting special benefits for rents received 
by personal holding companies for the use 
of corporate property in the operation of 
commercial, industrial or mining enterprises 
applicable to 1939 Code taxable years end- 
ing after 1945 generally, instead of to tax- 
able years ending before January 1, 1954; 
H. R. 8216, which would prevent unjust 
enrichment in the distilled spirits and to- 
bacco industries by precluding refunds of 
alcohol and tobacco taxes to persons who 
have not borne the ultimate burden of the 
tax; H. R. 8560, which would repeal the 
manufacturers’ excise tax on children’s phono- 
graph records retailing for 25 cents or less; 
H. R. 8268, which would provide that in 
redetermining the taxes for the taxable years 
affected by the involuntary liquidation of 
LIFO inventories, no adjustment would be 
made involving the computations under 1939 
Code Section 459(f); and H. R. 8892, which 
would extend the time under the 1954 Code 
within which a minister may elect social 
security coverage as a self-employed person. 


These are all bills which have been passed 
by the House at the time of writing and 
are before the Senate Finance Committee. 
There are numerous other bills that have 
been reported by the House Ways and 
Means Committee but which have not, as 
yet, been acted upon by the House. 


Small business tax hearings.—Hope for 
tax relief for small business early next year 
is contained in an announcement by Senator 
Sparkman, chairman of the Senate Subcom- 
mittee on Small Business, that his subcom- 
mittee will hold between-sessions hearings 
into the effect of federal taxation on small 
business. The hearings will be a prelude to 
the writing of an all-inclusive small-busi- 
ness tax bill, which Senator Sparkman hopes 
to introduce early in 1958. 


Tax reductions in °58?—Beginning Janu- 
ary 7, 1958, the House Committee on Ways 
and Means will hold public hearings into 
problems that have developed under the 
1954 Code. The hearings are expected to 
tee off a drive for a tax reduction in 1958, 
an election year. Testimony on general tax 
revisions will be received from taxpayers 
and counsel. Those wishing to testify may 
submit requests to the Clerk of the Ways 
and Means Committee, House of Representa- 
tives, 1102 New House Office Building, 
Washington, D. C., by December 2, 1957. 


The Department of Justice 


Repercussions from the Supreme Court 
decision in Jencks v. U. S., 17 CCH Untrep 
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States SupreMeE Court Butietin 1313, 
handed down on June 3, 1957, have spilled 
over into federal prosecutions for criminal 
tax evasion. Actions by defendants, fol- 
lowing the Supreme Court decision, have 
resulted in one dismissal of a criminal in- 
come tax case and threaten to upset convic- 
tions already obtained. 


To remedy the situation, the administra- 
tion has drawn up a bill (S. 2377 and com- 
panion bills, H. R. 8335, 8341, 8388, 8393, 
8423 and 8603). S. 2377 has been reported 
with amendments by the Senate Judiciary 
Committee. 


In the Jencks case, the Supreme Court 
held that statements which relate to the 
testimony of a witness in a federal criminal 
case must be made available to the defense 
without requiring the defense to first estab- 
lish inconsistency between the testimony of 
the witness and the statement. 


Testifying before the Senate Judiciary Com- 
mittee, Attorney General Herbert Brownell 
said that while the Justice Department accepts 
this principle, there is immediate need for 
legislation to clarify the procedure to be 
followed in its application. 


Since the Supreme Court decision, some 
lower courts have insisted that entire re- 
ports of the Federal Bureau of Investiga- 
tion or other federal investigative agencies 
be handed over to defense counsel, even 
though but a small part of the report re- 
lates to the testimony of a government 
witness. Where the government has re- 
fused to comply with the court order, the 
court has dismissed the case. Refusal of 
the government to turn over the entire rec- 
ord arises from the fact that in the report 
on the investigation much raw material is 
included, with no attempt at evaluation, and 
the names of informants are disclosed. Turn- 
ing over the complete report would, said 
Mr. Brownell, make the defendants “familiar 
with the techniques of investigation, and 
could give them an instructive course in 
how to evade the federal law enforcement 
officers in the future.” It would also jeopardize 
the government’s sources of information and 
endanger confidential informants. 


The dismissal of the criminal income tax 
case occurred in Georgia. According to 
Brownell, “the court dismissed the case be- 
cause the government declined to produce 
unauthenticated summaries of interviews 
with witnesses. At the time of dismissal 
the court indicated its opinion that a pend- 


(Continued on page 718) 
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The Multiple Attack 
on Multiple Corporations 


By ERNEST R. MORTENSON 


The Treasury has stepped up its attack on multiple corporations, 


particularly those dealing in subdivisions. 


Trouble arises when the corporate 


veil operates not to separate the business from that of other entities, 


but merely insulates the transactions against tax. 


The author discusses the 


“sham” doctrine of Higgins v. Smith and, in the order in which 


they were added to the 1939 Code, Sections 45, 129 and 15(c). 


Following 


an analysis of the judicial decisions and legislative provisions, 
the political, economic and technical aspects of the problem are summarized. 


Rowe the government victories 
in two Section 129 cases within the last 
few months (Coastal Oil Storage v. Commis- 
sioner, 57-1 ustc [9518 (CA-4); American 
Pipe & Steel Corporation v. Commissioner, 
57-1 ustc 79590 (CA-9)), internal revenue 
agents are certain to accelerate their efforts 
in a program already directed against mul- 
tiple corporations. One particular area of 
attack is the real estate subdivision field. 
We may describe a typical situation as 
follows: 


Abbott, Brown and Clark have the money 
and know-how to handle a particularly at- 
tractive subdivision project. Land is avail- 
able to build 500 residences at an expected 
profit of $1,000 per home. However, there 
is considerable risk that buyers will not 
share the trio’s enthusiasm and, also, be- 
cause of a bunched-income situation, all 
three individuals are presently in a 91 per 
cent surtax bracket which makes the deal 
unattractive taxwise. Matching the potential 
risk of loss against the possible after-tax 
gain, A, B and C give up the idea. Then 
another subdivider comes on the scene with 


Multiple Corporations 


the encouraging explanation that he has 
been advised by his tax counsel that the 
corporate method can eliminate some of the 
risk, improve dealings with union and non- 
union labor or with different locals, give a 
more convenient and flexible investment 
plan and facilitate the handling of mechanics’ 
liens problems. They were warned, how- 
ever, that if one or more of the corpora- 
tions should have the bad luck to lose 
money, the losses could not be offset against 
any gains of the other corporations. Never- 
theless, if the operations were successful, it 
could be expected that taxes would be re- 
duced or postponed. 


Having received such encouragement, A, B 
and C consult with the officers of lending 
institutions, who express a preference for 
multiple corporation financing, and they de- 
cide to form ten corporations, each of which 
is expected to build 50 residences in the 
tract. Since the income will be spread over 
two taxable periods, it is anticipated that 
none of the corporations will have income 
in any taxable year in excess of $25,000, 
which will keep them in the 30 per cent cor- 
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Thus, the total tax on 


porate tax bracket. 
the $500,000 profit should not exceed $150,000, 
plus a capital gains tax of $87,750 upon 


liquidation of the corporations, Such a tax 
result is quite attractive, yielding an after- 
tax gain of $262,250 ($500,000 — $237,750) 
compared with the $45,000 which would be 
left if they were taxed in the 91 per cent 
surtax bracket. 


Three years later, Agent Doyle is as- 
signed the corporation returns. By this 
time the 500 houses have been built and 
sold, the anticipated profits realized and the 
corporations have moved into action in an- 
other subdivision area. Doyle needs no com- 
puting machine to add up the $217,500 tax 
advantage this trio has gained by operating 
through corporations. So back he goes to 
review some notes he has on “form v. sub- 
stance.” After some reading and delibera- 
tion, he is convinced that there are almost 
as many means of attack as there are cor- 
porations. What with disallowances, re- 
allocations, disregard of corporate entities 
and attribution of tax “to the one who earns 
it,” Doyle can really blast away at these 
carefully constructed operating entities. 


Before entering upon a discussion of the 
caliber of Doyle’s shotgun and the type of 
ammunition available, it might be interest- 
ing to look back at some of the Treasury 
and Congressional battles fought along this 
front. Before the adoption of the Sixteenth 
Amendment it was well settled that cor- 
porations were separate taxable entities, and 
there is no doubt to this day that the busi- 
ness of the corporation should be distin- 
guished from that of its stockholders. The 
trouble arises when the “nonconductor” 
corporate veil operates not to separate the 
corporate business from that of other enti- 
ties but merely insulates the transactions 
against tax. Here the historical concepts 


1“The past is prologue,’’ says the inscription 
on the Department of Justice Building in Wash- 
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do battle with fiscal necessities and the eter- 
nal dichotomies find expression in the de- 
cisions which emerge. 


On the one hand the Supreme Court says 
that “a taxpayer is free to adopt such or- 
ganization for his affairs as he may choose,” 
but on the other hand “the Government 
may not be required to acquiesce in the tax- 
payer’s election of that form for doing 
business which is most advantageous to 
him.” Further antinomies arise from the 
basic desire to keep sacred the corporate 
concept while allowing some freedom in 
denying tax advantages on the ground that 
“substance” controls in tax matters, not 
“form.” So we find that this struggle be- 
tween taxpayer and Treasury, created by 
the urge to keep taxes low and the oppos- 
ing necessity of keeping fiscal take high, 
has left in its wake a welter of Code pro- 
visions, regulations and judicial decisions 
which are indeed a semantic wonderland. 


Before we proceed further, it might be 
interesting to look into the heritage of one 
word which has been a favorite political 
football—“loophole.” When a case like 
Lucas v. Earl, 2 ustc J 496, 281 U. S. 111, is 
decided, the Treasury deems a “loophole” 
to have been plugged. On the other hand, 
when a judicial decision goes against the 
Treasury, it may look upon this as the open- 
ing of a new loophole which, of course, 
Congress will be expected to plug. 

It has been stated that something can be 
fully understood only by studying its his- 
tory.’ This may properly be applied to tax 
legislation and perhaps to the meaning of 
words. Returning to “loophole,” we find, 
contrary to common opinion, that the word 
did not derive from one which referred to 
an aperture inadvertently left open for 
someone to slip through. The word “loop- 
hole” has an ancestry going back to the 


ington, D. C., and ‘‘a page of history is worth 
a volume of logic,’’ according to Holmes. 
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fifteenth century, at least. Etymologists 
tell us it originally referred to an opening 
left in a wall to allow the passage of a 
missile. Gregory says (1470, Historical Col- 
lection, London), “They hadde . . . loupys 
with schyttyng wyndowys to schute owte at.” 


Agent Doyle finds little interest in seman- 
tics and pursues what he deems to be his 
duty—the assertion and justification of a 
healthy tax deficiency. His first impulse in 
attempting to drive the taxpayers out into 
an open tax area is to charge them with 
both a 22 and a 45, but the sporting thing 
which prevails is the shotgun method. No 
doubt the 1939 Code Section 22 and Section 45 
cases do not offer the widest scope for his 
strategies, and 1939 Code Sections 15(c) and 
129 seem to have possibilities. Doyle can see 
violation of the spirit of all these sections in 
the taxpayers’ attempt to throw a tax shel- 
ter over the subdivision operations, but he 
is also aware of the restricted application of 
Higgins v. Smith, 40-1 ustc J 9160, 308 U. S. 
473, in the Section 22 area, of the many 
failures of the Treasury to make Section 45 
reallocations stick, and the dearth of judi- 
cial interpretation of Sections 15(c) and 129 
(1954 Code Sections 1551 and 269). He 
finds his greatest encouragement in the Hig- 
gins v. Smith “sham” doctrine. 


We shall discuss first the Higgins v. Smith 
doctrine, then, in the order in which they 
were added to the 1939 Code, Sections 45 
(1954 Code Section 482), 129 (1954 Code 
Section 269) and 15(c) (1954 Code Section 
1551). Following an analysis of the judicial 
decisions and legislative provisions in this 
area, an attempt will be made to summarize 
briefly the economic, political and technical 
aspects of our problem. 


Although the courts recognize that a tax- 
payer is free to adopt pty Hs method of 
doing business which he may elect, the 
Supreme Court has, in several instances, 
ignored the corporate existence or the 
transaction and taxed the income to its 
shareholders on the theory that the trans- 
action or the corporation was “unreal or a 
sham.” (Higgins v. Smith, cited above.) In 
Higgins v. Smith the Court disallowed Smith’s 
deduction of a loss taken upon a sale of 
securities to a corporation in which Smith 
owned all of the stock? 


In Griffiths v. Helvering, 40-1 ustc § 9123, 
308 U. S. 355, the Court held that Mr. 
Griffiths could not relieve himself of tax 

2 Where a corporation does no ‘‘business’’ but 


is formed solely for tax avoidance purposes, 
the corporate entity may be disregarded as un- 
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liability by having $100,000 due on account 
of a fraud claim paid to a controlled cor- 
poration, which in turn would make annual 
instalments to Griffiths. This case involved 
a deduction under 1939 Code Section 23 but 
the principle applies to the gross inclusions 
under Section 22. 


If we assume that the 100 corporations 
have no function whatever but to create 
100 separate exemptions of $25,000, the 
Commissioner would probably be successful 
in attributing all of the income to one of the 
taxable entities on the theory that the in- 
come is taxable to the “one who earned it.” 
Thus the broad provisions of Section 22(a) 
(defining gross income) would be invoked, 
and deductions would be adjusted under 
Section 23. However, if we assume that 
there was “tax consciousness” on the part 
of the individuals who formed the corpora- 
tions but determine that other important 
motives were present, may the Commis- 
sioner “reallocate” income? 


Judge Learned Hand in National Investors 
Corporation v. Hoey, 44-2 ustc 9407, 144 
F. (2d) 466 (CA-2), explains the difficulties 
his court had in following the Supreme 
Court decisions on this question. When 
that case was before the Court of Appeals 
for the Second Circuit, the cases deemed to be 
controlling were Burnet v. Commonwealth 
Improvement, 3 ustc { 1009, 287 U. S. 415; 
Higgins v. Smith, cited above; and Moline 
Properties, Inc. v. Commissioner, 43-1 ustc 
7 9464, 319 U. S. 436. In National Investors 
the Commissioner had disallowed a deduc- 
tion resulting from the transfer of assets 
between related taxpayers. The court re- 
versed the district court and upheld the 
Commissioner who had decided that the 
transaction between the corporation and its 
sole shareholder on the record did not ap- 
pear to have a business purpose. 


Judge Hand explains that when Smith v. 
Higgins, 39-1 ustc $9352, 102 F. (2d) 456 
(CA-2) rev'd, 40-1 ustc $9160, 308 U. S. 
473), was before it, the court understood the 
Supreme Court to mean that the Commis- 
sioner could not refuse to allow a deduction 
to the shareholder of losses sustained in his 
transactions with the corporation. “In this 
we were in error, however,” said Judge 
Hand quoting the key paragraphs in the 
Supreme Court opinion. He then went on 
to say that this court had interpreted the 
Supreme Court language to mean that the, 
rule worked only in the Treasury’s own favor. 


real, and the challenged transaction to which 


it is a party consequently would have no tax 
significance. 
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Having thus explained that the Second 
Circuit thought this was a one-way street, 
the judge then commented sadly, “Again 
we were wrong; we neglected to observe 
that the corporate ‘form’ must be ‘unreal 
or a sham,’ before the Treasury may dis- 
regard it; we had taken too literally the 
concluding language that it was the ‘com- 
mand of income and its benefits which 
marks the real owner of property’.” 


“The gloss then put upon Higgins v. 
Smith, supra, was deliberate and is authori- 
tative: it was that, whatever the purpose of 
organizing the corporation, ‘so long as that 
purpose is the equivalent of business ac- 
tivity or is followed by the carrying on of 
business by the corporation, the corporation 
remains a separate taxable entity.’ 319 U. S. 
439, 63 S. Ct. 1134, 87 L. Ed. 1499. That, as 
we understand it, is the same interpretation 
which was placed upon corporate reorgani- 
zations in Gregory v. Helvering, 293 U. S. 
465, 55 S. Ct. 266, 79 L. Ed. 596, 97 A. L. R. 
1355, and which has sometimes been under- 
stood to contradict the doctrine that the 
motive to avoid taxation is never, as such, 
relevant. In fact it does not trench upon 
that doctrine; it merely declares that to be 
a separate jural person for purposes of 
taxation, a corporation must engage in some 
industrial, commercial, or other activity be- 
sides avoiding taxation: in other words, that 
the term ‘corporation’ will be interpreted to 
mean a corporation which does some ‘busi- 
ness’ in the ordinary meaning; and that 
escaping taxation is not ‘business’ in the 
ordinary meaning.” 

We interpret National Investors, then, as 
holding, in effect: If a corporation is en- 
gaged in some activity other than avoiding 
taxation, the Commissioner may not disre- 
gard the corporate entity. In Mertens, Law 
of Federal Income Taxation, we find the fol- 
lowing expression of the rule: 


“The Supreme Court has held that the 
corporate entity would not be disregarded, 
whether the corporation was formed for the 
purpose of gaining an advantage under the 
law of the state of incorporation, or to avoid 
or to comply with the demands of creditors, 
or to serve the stockholder’s personal or 
undisclosed convenience, if the purpose was 
the equivalent of business activity, or was 
followed by the carrying on of business.” 
(Volume 7, Chapter 38, page 14.) 


Accordingly it would appear that a court 
which followed the rationale of the “busi- 
ness purpose” cases in the multiple cor- 
poration situation should find for the taxpayer, 
unless the sole purpose of the incorporation 
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was to save taxes. If the court should fol- 
low the rule of Higgins v, Smith, it would, in 
effect, be saying that there were no business 
or economic purposes or stockholder’s per- 
sonal or undisclosed convenience involved 
in the transactions. (Cf. Crown Cork Inter- 
national Corporation v. Commissioner, 45-2 
ustc {[ 9324, 149 F. (2d) 968, aff’g CCH Dec. 
14,128, 4 TC 19.) This would require the 
court to consider any claimed advantage 
with respect to financing, limitation of lia- 
bility, facilitation of handling mechanics’ 
liens and other asserted “business purposes” 
to be mere sham. 


A few years ago Judge Leon R. Yank- 
wich was presented with a “collapsible cor- 
poration” case in which the entertainment 
industry had much at stake (Herbert v. 
Riddell, 52-1 ustc $9209, 103 F. Supp. 369 
(DC Calif.)). The government urged upon 
the court the “sham” argument in what was 
referred to as the Abbott-Herbert corporate 
set-up. The Treasury took the position that 
the corporation should be disregarded as a sep- 
arate taxable entity. In its opinion uphold- 
ing the taxpayer, the court, under the headings 
“The Taxpayer’s Right to Reduce Tax Lia- 
bility’ and “The Taxpayer’s Choice of 
Business Structure,” gave a brief review of 
the century-old struggle between the taxing 
authorities and the taxpayers. Beginning 
with the 1874 case of U. S. v. Isham, 17 Wall. 
496, Judge Yankwich observed: 


“In these days when, through nation- 
wide agitation, there is constant talk of ‘tax 
loop-holes’ (to which counsel for the Gov- 
ernment referred during the oral argument), 
it is well to point to the fact that the Su- 
preme Court of the United States ever since 
the question came before it in 1874, . . 
has insisted that a taxpayer may legally and 
honorably take means to minimize his tax.” 


Following the thread of “tax motive” 
and “business purpose” through the /sham, 
Gregory, Tower, Cumberland, Chisholm, New 
Colonial Ice, Higgins v. Smith, Moline Prop- 
erties, National Investors and other leading 
cases, the court concluded: 


“The quantum of the business is not im- 
portant. Thus, the Court of Appeals for 
the Second Circuit has held that the entity 
may not be disregarded if the corporation 
‘does some “business” in the ordinary mean- 
ing’. Holding title to property by a family- 
controlled corporation which had a bank 
account, made leases, paid electricity and 
retailed it to tenants was held sufficient to 
distinguish the corporation from the two 
partners who had organized it for the pur- 
pose of protecting a building which they 
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owned from attachment. And, even 
though a corporation had no books, records, 
and did not hold any corporate meeting, 
where it was used to secure a loan in a sub- 
stantial amount, it acquired a ‘flesh and blood’ 
existence which could not be cast aside. 


“Tt follows that even a single transaction, 
if of a business character, is sufficient to 
establish the identity of the corporation. 
And there is nothing in modern corporation 
law which forbids the organization of a cor- 
poration for the purpose of carrying on a 
single venture.” (Pages 374 and 375.) 


“Thus, in California, corporations have 
been recognized as organized for pecuniary 
profit, although they were organized for one 
purpose only, such as sale and liquidation 
of property and distribution of proceeds to 
former partners .’ (Footnote 22.) 


Application of 1939 Code Section 45 


Despite its many court setbacks, the 
Treasury realized that it had in the Higgins 
v. Smith line of cases a powerful weapon 
when a taxpayer was tempted to devise a 
“technically elegant arrangement” for mak- 
ing something appear to be what it was not. 
Nevertheless, it sought legislative help. When 
the Congress finally responded, the legisla- 
tive mill produced more restrictive guides 
than those set down in the opinions. In 
Section 129 (1954 Code Section 269), for ex- 
ample, the final enactment was quite different 
from the original bill. This was also true 
of Section 15(c) (1954 Code Section 1551). 


Section 45 of the 1939 Code first became 
a part of the revenue law by the Revenue 
Act of 1921. Section 240(d) of this act 
gave the Commissioner the power to “con- 
solidate the accounts of such related trades 
and business in any proper case, for the 
purpose of making an accurate distribution 
or apportionment of gains, profits, income, 
deductions, or capital between or among 
such related trades or businesses.” The 
report of the Senate Finance Committee 
(Senate Report 275, Sixty-seventh Congress, 
First Session), stated that this power was 
necessary in order to prevent the arbitrary 
shifting of profits among related businesses. 


The Revenue Act of 1924 struck the words 
“shall consolidate” and added that the Com- 
missioner “may and at the request of the 
taxpayer, shall, if necessary, in order to 
make an accurate distribution or apportion- 
ment of gains between related 
trades or businesses, consolidate the ac- 
counts of such related trades or businesses.” 
Then, in 1928, the consolidated returns pro- 
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visions were eliminated and the section was 
amended accordingly. 


One of the leading cases of recent vintage 
involving Section 45 of the 1939 Code (1954 
Code Section 482) is Advance Machinery 
Exchange, Inc. v. Commissioner, 52-1 ustc 
{| 66,036, 196 F. (2d) 1006 (CA-2), cert. den., 
344 U. S. 835. The taxpayer-corporation 
was organized in 1928 to deal in used ma- 
chinery. Subsequently two other corporations 
were formed. All three of the corporations 
were owned by an individual and his son or 
their families who were also officers and 
directors of all of the corporations. The 
corporations and the fathers were in the 
same business; each had the same office and 
the same employees, used the same equip- 
ment and, to a great extent, supplied the 
same customers. The evidence showed that 
one of the corporations was inactive, yet 
in the year in issue it had 47 separate sales. 
“There was evidence that large numbers of 
purchase invoices had been altered to at- 
tribute them to one or another of these 
taxpayers and that these changes were 
made without any set policy to indicate 
that there was any motive in doing so other 
than to divert income from the petitioner.” 
It was held that the Commissioner’s action 
in allocating all of the income to the tax- 
payer was valid. 


However, most of the sting was taken 
out of the decision by the later decision in 
Commissioner v. Chelsea Products, Inc., 52-2 
ustc $9370, 197 F. (2d) 620 (CA-3). In 
that case the taxpayer was in the manufac- 
turing business. The taxpayer, in 1944, split 
into four corporations, the taxpayer and 
three sales corporations, organized in each 
of three states. All four companies had the 
same directors and stockholders. All four 
companies kept separate books and records, 
but there was a history of sales from the 
taxpayer to each of the three companies 
and, in fact, all sales made by the three new 
companies were of the taxpayer’s products. 
The business reasons for the split were to 
limit tort liability and to increase sales by 
having them handled through a local con- 
cern in each locality. The Commissioner 
attempted to attribute all of the income to 
the taxpayer but the court held that in so 
doing, the Commissioner had exceeded his 
statutory authority. 


The taxpayer has prevailed in most of 
the cases involving the application of Sec- 
tion 45 on the grounds that the transactions 
between related corporations (1) were at 
“arm’s length” or (2) that the transactions 
were not “shams.” 
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In Polak’s Frutal Works, Inc., CCH Dec. 
20,218, 21 TC 953 (1954), the court found 
that the taxpayer had removed its export 
business from the corporation to avoid war- 
time controls of its native country, the 
Netherlands. This was held to be a suffi- 
cient business reason for such split. The 
other business reasons for the split were 
concern over the security of its investment 
due to wartime controls of the Dutch Gov- 
ernment, and to give the younger members 
of the family a start in business, The Com- 
missioner argued that Section 45 was ap- 
plicable, as the taxpayer could have done 
all of the things that the other corporation 
did. The court rejected this argument, cit- 
ing Seminole Flavor Company, CCH Dec. 
14,511, 4 TC 1215, 1235, and Koppers Com- 
pany, CCH Dec. 13,282, 2 TC 152, wherein 
the court stated, “ “The answer, however, to 
this argument is that petitioner did not do 
this. It was free to and did use its funds 
for its own purposes. It was under no obli- 
gation to so arrange its affairs and those of 
its subsidiary as to result in a maximum tax 
burden. On the other hand, it had a clear 
right by such a real transaction to reduce 
that burden.’” 


The forming of a corporation to help a 
majority stockholder out of a financial diffi- 
culty was a sufficient business reason to 
afford reality and substance to the transac- 
tion and thus avoid the onus of Section 45. 
(L. W. Tilden, Inc. v. Commissioner, 51-1 
ustc $9501, 192 F. (2d) 704 (CA-5). See 
also Stevens Brothers and The Miller-Hutch- 
inson Company, Inc., CCH Dec. 21,205, 24 
TC 953 (1955).) 


Where the taxpayer transferred its op- 
erating business to a partnership composed 
of its stockholders and the corporation con- 
tinued in business, it was held that the part- 
nership may not be ignored for tax purposes, 
especially in view of the fact that profits of 
the business were not distributed among 
the stockholders in proportion to their 
stockholdings. (Twin Oaks Company v. Com- 
missioner, 50-2 ustc J 9398, 183 F. (2d) 385 


(CA-9). But see Grenada Industries, Inc, v. ~ 


Commissioner, 53-1 ustc $9271, 202 F. (2d) 
873 (CA-5}, cert. den., 346 U. S. 819; 58th 
Street Plaza Theatre, Inc. v. Commissioner, 
52-1 ustc 9 9248, 195 F. (2d) 724 (CA-2).) 


In Hypotheek Land Company v. Commis- 
sioner, 53-1 ustc $9133, 200 F. (2d) 390 
(CA-9, 1952), the Commissioner disallowed 
as a deduction interest paid by the taxpayer 
to related corporations. It was held that 
the deduction was erroneously disallowed. 
“Section 45 nowhere permits disallowance 
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of a deduction.” The Commissioner here did 
not “allocate, distribute or apportion in- 
come,” but merely disallowed a deduction. 


Note also, that Section 45 specifically re- 
fers to allocation of “gross income,” and the 
Tax Court has consistently held that the 
Commissioner may not add the net income 
of one organization to that of another. 
(Chelsea Products, Inc. CCH Dec. 18,240, 
16 TC 840.) 


Where a corporation earns income but at 
the close of the year makes allocations of 
mcome to its subsidiaries in such manner as 
it thinks proper, Section 45 may be invoked. 
(Birmingham Ice & Cold Storage Company 
v. Davis, 40-1 ustc 7 9485, 112 F. (2d) 453 
(CCA-5).) There the court held that one 
compariy cannot earn income and at the 
end of the year reallocate it. Note that this 
case probably could have been decided on 
the basis of the doctrine in Lucas v. Earl, 
cited above. 


Where a parent inadequately charges a 
subsidiary for services rendered, the Com- 
missioner may allocate a portion of the 
subsidiary’s income to the parent to take 
account of the inadequate charge, though 
he may not simply ascertain what would be 
fair charge and include such figure in the 
parent’s income without regard to the actual 
income of the subsidiary, since the latter 
action would be the initial creation of income 
rather than the allocation of income. (Ten- 
nessee-Arkansas Gravel Company v. Com- 
missioner, 40-2 ustc $9512, 112 F. (2d) 508 
(CCA-6). Cf. Smith-Bridgman & Company 
v. Commissioner, CCH Dec. 18,087, 16 TC 
287 (1951); Central Cuba Sugar Company v. 
Commissioner, 52-2 ustc J 9390, 198 F. (2d) 
214 (CA-2).) 


For a recent decision see Simon J. Mur- 
phy Company v. Commissioner, 56-1 Uustc 
{7 9419, 231 F. (2d) 639 (CA-6), wherein the 
court reviewed the legislative history of the 
section and also examined and explained 
most of the cases involving the section. 
In deciding for the taxpayer, the court said: 


“The foregoing cases point out the basic 
purpose of the statute to recognize the nor- 
mal tax effect of bona fide business trans- 
actions between separate organizations, even 
though controlled by the same interests, but 
to enable the Commissioner to change the 
bookkeeping effect of a transaction between 
controlled taxpayers when, by reason of the 
relationship, they arbitrarily or improperly 
shift income or deductions from one organi- 
zation to the other. As stated by the Tax 
Court, the application of Section 45 is not 
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limited to cases of fraud. But, on the other 
hand, it does not automatically apply merely 
because the two organizations are controlled 
by the same interests.” 


In summary, we may conclude that Sec- 
tion 45 is inapplicable to our real estate 
subdivision case. There appears to be no 
justification for application of the section 
from the case law, the legislative history of 
the section or the wording of the statute 
itself. Apparently its sanctions can only be 
invoked in situations where there are deal- 
ings between related taxpayers, and then only 
where such dealings are not at “arm’s 
length.” 


Application of 1939 Code Section 129 


The legislative history of Section 129 
(1954 Code Section 269) indicates that the 
purpose of the statute was to prevent one 
corporation from acquiring another for the 
purpose of obtaining the benefits of tax 
credits or losses of such corporation. An- 
other purpose was to give the Commissioner 
broader powers than he had under Section 
45 for dealing with related corporations. 
As stated by the Senate Finance Committee: 


“The objective of the section, as stated in 
the report of the House Bill, is to prevent 
the distortion through tax avoidance of the 
deduction, credit, or allowance provisions 
of the Code, particularly those of the type 
represented by the recently developed prac- 
tice of corporations with large excess profits 
(or the interests controlling such corpora- 
tions) acquiring corporations with current, 
past, or prospective losses or deductions, 
deficits, or current or unused excess profits 
credits.” (Senate Report 627, Seventy-eighth 
Congress, First Session (1943), pages 58-60.) 


Section 129 applies to two types of acqui- 
sitions. The first is the acquisition by “any 
person or persons . . . directly or indirectly” 
of control of a corporation. The second 
is acquisition by any corporation, directly 
or indirectly, of property of another corpora- 
tion, where it did not control such cor- 
poration (directly or indirectly) immediately 
prior to the acquisition. The section only 
applies where the “principal purpose” for 
which such acquisition was made is the 
evasion or avoidance of taxes by securing 
the benefit of a deduction, credit or other 
allowance which such person or corporation 
would not otherwise enjoy.’ 


®* The 1954 Code added Section 269(c) which 
provides that in the event the purchase price is 
disproportionate to the adjusted basis of the 
property acquired and the tax benefits other- 
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Some of the problems which the section 
sought to solve and some of the unanswered 
questions are best illustrated by an examina- 
tion of the cases which interpret the section. 
The first case which discusses the section is 
Alprosa Watch Corporation, CCH Dec. 16,559, 
11 TC 240 (1948). The case involved a tax 
year prior to the enactment of Section 129, 
hence some writers have stated that the refer- 
ence in the opinion to Section 129 is merely 
dictum. The facts were that all of the stock of 
a corporation was purchased by two new 
stockholders, ‘and subsequently its name, 
place of business and nature of its business 
were changed. The Tax Court held that the 
corporation could deduct losses of the prior 
business from the income of the new busi- 
ness. Regarding Section 129, the court stated 
by way of dictum that the “section would 
seem to prohibit the use of a deduction, 
credit, or allowance only by the acquiring 
person or corporation and not their use by 
the corporation whose control was acquired.” 


A similar situation arose in A. B. & Con- 
tainer Corporation, CCH Dec. 17,641, 14 TC 
842 (1950). There the sole stockholder of a 
corporation which had suffered losses for 
a number of years sold his stock to relatives. 
The name was changed, the business liquidated 
and a different type of business, previously 
operated by the relatives as a partnership, 
was taken over by the corporation. The 
court allowed the net loss to be applied 
against the profits of the new business. 


Another decision involving Section 129 
was Commodore’s Point Terminal Corporation, 
CCH Dec. 16,602, 11 TC 411 (1948) (acq.). 
In that case, one Lovett owned the control- 
ling interest in Piggly Wiggly Corporation. 
In 1943 Lovett purchased control of the tax- 
payer, which had been operating at a loss. 
In 1944 he transferred the Piggly Wiggly 
shares to the taxpayer in exchange for the 
taxpayer’s 3 per cent 15-year bonds. 


The Tax Court found that the taxpayer’s 
purpose is acquiring the Piggly Wiggly 
stock was to obtain the dividends of that 
company in order to pay off an indebted- 
ness, and Lovett’s purpose was to build up 
the taxpayer’s income in order to permit it 
to make needed improvements and, at the 
same time, to reduce his personal income 
taxes. He also considered that the tax- 
payer’s bonds were better collateral for per- 
sonal borrowing than the stock had been. 
The court held that Section 129 was not 


wise not available, the taxpayer shall have the 


burden of proving that the acquisition was not 
for the prohibited purpose. 
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applicable because the acquisition had not 
been made for the purpose of avoidance or 
evasion of federal taxes. See also W AG E, 
Inc., CCH Dec. 19,301, 19 TC 249. 


There are several cases.dealing with the 
application of the section to split-ups of 
existing corporations. 


In Alcorn Wholesale Company, CCH Dec. 
18,034, 16 TC 75 (1951)(acq.), separate 
excess profits tax exemptions were allowed 
where five former branches of a wholesale 
grocery company were separately incorpo- 
rated. It was held that the avoidance of 
taxes was not the principal purpose for the 
split-up, where the taxpayer showed that the 
reasons for the split-up were to (1) increase 
the combined borrowing capacity of all of 
the corporations, due to the fact that there 
were limitations on the amount that one cor- 
poration could borrow; (2) limit tort lia- 
bility; (3) permit the handling of competitive 
lines; and (4) eliminate prejudice against 
absentee ownership by having each company 
incorporated in the state in which it was 
doing business. Section 129 was held to be 
inapplicable. 


Berland’s, Inc., of South Bend, CCH Dec. 
18,057, 16 TC 182 (1951) (acq.), is a case in 
which 22 retail stores, formerly under common 
ownership, incorporated separately. The record 
showed that during the depression years, the 
taxpayer lost. considerable money because of 
liability on long-term leases and that it had 
trouble in obtaining relief from the land- 
lords with respect to these leases. In order 
to avoid the problem in the future and to 
strengthen its bargaining position with the 
landlords, it incorporated 22 of its stores 
separately. In this way the parent corpora- 
tion would not be liable on individual leases 
of each store. Also, there was evidence in 
the record that the principal stockholder 
was advised that this action would reduce 
his taxes. The Tax Court held that Section 
129 was not applicable. 


See also Chelsea Products, Inc., cited above, 
nonacq., 1951-2 CB 5. 


Application of 1939 Code Section 15(c) 


Section 15(c) was originally enacted as 
Section 123(a) of the 1951 Revenue Act 
(1954 Code Section 1551). As proposed by 
the House Ways and Means Committee 
(House Report 586, Eighty-second Con- 
gress, First Session), this section reduced 
to one the number of surtax exemptions 
which could be claimed by a group of “re- 
lated” corporations and limited the excess 
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profits tax credit to a single credit of $25,000 
for the entire group of such corporations. 
The credit would be divided equally among 
the corporations, unless the corporations 
elected the manner of apportionment of the 
credit. The section further defined “related 
group of corporations” and “individuals.” 
There were also provisions regarding con- 
structive ownership and a definition of owner- 
ship in “substantially the same proportion.” 


The Senate eliminated this provision (Sen- 
ate Finance Committee, Senate Report 781, 
Eighty-third Congress, First Session) on 
the ground that it was too harsh, The report 
stated that under the House bill there was 
no provision for a business purpose doctrine, 
and the bill was applicable not only to split- 
ups but to all related corporations. The Senate 
felt that there were often valid business 
purposes for having several corporations, 
even for so-called related taxpayers. The 
end result was Code Section 15(c), which 
was specifically made applicable to transfers 
for the purpose of obtaining tax credits. The 
joint committee staff, in its summary of the 
provisions of the Revenue Act of 1951 (1951-2 
CB 303), states that Section 15(c) does not 
prohibit or discourage expansion of an exist- 
ing business accompanied by the formation 
of the corporations, as distinguished from 
the mere split-up of an existing business, 
nor does it prevent an individual or group 
of individuals who may own the stock of a 
corporation from forming additional corpo- 
rations to engage in a similar or a different 
business. A corporation wishing to expand 
its activities may use a part of its funds, 
whether or not those funds represent accu- 
mulated earnings, to form the capital of a 
new corporation, acquiring the stock of the 
new corporation in exchange for those funds. 


‘The same report goes on to state that “an 
individual who owns all the stock of a cor- 
poratiébn may use any cash or property he 
owns to form a new corporation.” 


In general, Section 15(c) provides that 
if one corporation transfers all or part of 
its property (other than money) to another 
corporation, the surtax exemption is not 
allowable to the transferee if (1) the trans- 
feree was created for the purpose of acquiring 
such property, or (2) the transferee was not 
actively engaged in business at the time of 
the acquisition, and (3) after such transfer, 
the transferor or its stockholders, or both, 
are in control of the transferee during any 
part of the taxable year of the transferee, 
unless (4) the transferee establishes by ‘the 
clear preponderance of the evidence that the 
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securing of either such exemption or credit 
or both was not a major purpose of such 
transfer, or (5) the Commissioner allows 
such exemption or such credit pursuant to 
the authority provided in Section 15(c) and 
Section 129(b). (See Regulations Section 
1.1551-1, enacted pursuant to the Internal 
Revenue Code of 1954.) 

We might first ask whether Section 15(c) 
can be applied to a case where a group pur- 
chases a tract of land and then transfers 
portions of such tract to several corporations 
for development. The wording of Section 
15(c) indicates that it cannot. The section 
states: “If any corporation transfers . _ 
This implies than an individual may make 
such a transfer without running afoul of the 
section. This position is further strengthened 
by a comparison of the wording of Section 
129, which provides that “. . . any person 
or persons acquire . . . .” (Italics supplied.) 


Note also, that the prohibitions of the sec- 
tion apply only where there is a transfer 
of property other than money, so that in a 
multiple corporation set-up, one of the cor- 
porations could transfer cash to a new 
corporation for the purpose of developing 
additional land, and such a transfer would 
not be within the section. The new corpo- 
ration could then even purchase equipment 
or stock in trade from the parent corpora- 
tion without incurring the sanctions of the 
section. (See Regulations Section 1.1551-1(d) ; 
Regulations 118, Section 39.15-2(d).) A read- 
ing of the section further indicates that it 
does not apply to transfers of property from 
the new corporation to the old corporation. 
That is, the section applies only where prop- 
erty is obtained from the old corporation. 


Decis‘on 
in American Pipe & Steel Corporation 


The taxpayer was a successful corporation 
principally engaged in the steel fabricating 
business. It acquired the capital stock of 
a real estate corporation which held high- 
basis, low-value property. Following the 
acquisition, the properties were sold and the 
losses were offset against the profit corpora- 
tion’s income in a consolidated return. The 
Commissioner attacked this arrangement 
under Section 129 of the 1939 Code on the 
ground that the principal purpose of the 
acquisition was to avoid or evade federal 
income and excess profits taxes. The Tax 
Court (CCH Dee. 21,352, 25 TC 351) ruled 
for the Commissioner and its decision was 
upheld in the Court of Appeals for the Ninth 
Circuit. As the court pointed out: “... for 
a total cost of $11,248.96 to American Pipe, it 
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acquired tax losses of $400,393.91.” The ar- 
gument that the acquisition of the real estate 
corporation (Palos Verdes) was motivated 
by a business purpose, was met by the fol- 
lowing statement: “A close scrutiny of the 
reasons for the purchase of Palos Verdes 
reveals that any corporation formed to do 
business in the real estate field would have 
satisfied the alleged needs of American 
Pipe.” It is understandable that a court 
would scrutinize with some care the argu- 
ment that there was a business purpose be- 
hind the purchase of a loss real estate 
corporation by a profitable steel fabricating 
company. What the decision means in terms 
of corporation split-ups remains to be seen. 


Decision in Coastal Oil Storage Company 


Coastal Terminals, Inc., was in the busi- 
ness of handling and storing petroleum 
products. It leased one of its terminals to 
the government and incorporated that oper- 
ation as a separate company called Coastal 
Oil Storage Company. The Commissioner 
disallowed this company’s $25,000 surtax ex- 
emption under Sections 15(c) and 129 on the 
ground that the acquisition of the assets 
enabled the new corporation to secure a de- 
duction (the $25,000 surtax exemption) 
which it would not otherwise have enjoyed. 
The Tax Court (CCH Dec. 21,652, 25 TC 
1304) supported the Commissioner on the 
Section 15(c) issue but held that Section 129 
did not apply because the surtax exemption 
belonged to the taxpayer from its inception 
and was not secured by virtue of the transfer 
of assets to it. The court of appeals upheld 
the Tax Court on the 15(c) issue and re- 
versed it as to Section 129, primarily on the 
ground that the incorporation did nothing 
except save taxes. 


The asserted business purpose was that 
the incorporation helped to keep the gov- 
ernment business separate from the other 
operations. This, the court thought, was not 
a valid argument because any difficulty in 
that connection could have been taken care 
of by keeping separate accounts. In other 
words, the court felt that incorporation of 
the taxpayer was not necessary to a separa- 
tion of the government business from the 
domestic operations because a change in 
the bookkeeping system could have effected 
the same result. 

It should be mentioned that the court also 
held that Section 129 was applicable because 
Coastal Oil, as a result of the transfer of 
assets to it by the parent corporation, re- 
ceived property having a basis for tax pur- 
poses which was carried over from the parent. 
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In its opinion the court quotes from the 
committee reports to show that Section 129 
was intended to have broad coverage in tax 
avoidance situations. These statements by 
the committees are, to a large extent, in con- 
flict with the expressed purposes for which 
the section was devised. It is quite clear 
that the provisions were specifically designed 
to prevent traffic in loss corporations. We 
find that the section refers to persons who 
“acquire” control of a corporation with no 
mention of the formation of new corpora- 
tions. If Congress had intended the legis- 
lation to cover newly created corporations, 
it could have easily borrowed language (the 
word “form”) from Section 102: If any 
person or persons form or acquire control 
of a corporation . . . . Note also that the 
collapsible corporations Section (1939 Code 
Section 117(m)) refers to corporations which 
are “formed or availed of” for the purpose 
of carrying on the prohibited activity. 


The significant feature of the Coastal Oil 
opinion is that the court goes even further 
than the government did in its brief. The 
Commissioner argued that Section 129 ap- 
plied because the stockholders of Coastal 
Terminals were persons indirectly acquiring 
control of the taxpayer-corporation and they 
thereby secured the benefit of a second sur- 
tax exemption. The court said: “While the 
exemption is claimed by taxpayer, the sole 
benefit thereof would accrue to the parent 
corporation, the sole owner of its stock.” 
(Italics supplied.) The court then cites 
Higgins v. Smith, cited above. 


This assist from Higgins v. Smith is star- 
tling because, as we have seen, any decision 
resting on that judicial doctrine needs no 
Section 129 provision to support it. Fur- 
thermore, this is the first time it has been 
held that an exemption can be disallowed 
under Section 129 as to an acquired corpora- 
tion. The Tax Court has consistently held 
that the section applies only to the acquiring 
corporation. As late as February, 1957 (The 
T. V. D. Company, CCH Dec. 22,271, 27 TC 
—, No. 108) it stated, “It is manifest from 


the unambiguous terms of section 129 that 
it applies only to an acquiring corporation 
and does not apply to an acquired corpora- 
tion,” 


Undoubtedly cases will come up from 
other circuits which will support the tax- 
payer’s position. In such event, the conflict 
will involve an issue of sufficient importance 
so that the Supreme Court will probably 
be urged to grant certiorari. Meanwhile, tax 
advisors may gaze into the crystal ball and 
weep over the uncertainties of life.* 


Incentive, Tax Leakages 
and Judicial Process 


Not many individuals would assume the 
risks and worries attendant upon a subdi- 
vision venture if they were to be rewarded 
with a maximum return of nine to 15 cents 
on their risk dollar. The field would un- 
doubtedly be left to low-bracket amateurs 
who had something substantial to gain for 
their efforts. A recognition of this general 
problem is implicit in the Mills subcommit- 
tee report (Federal Tax Policy for Economic 
Growth and Stability). The subcommittee 
hearings held in 1955 encompassed many 
penetrating papers dealing with the tax im- 
pact on incentive and its relation to national 
economic growth and stability. In a report 
by Crawford Greenewalt of DuPont, “The 
Effect of High Tax Rates on Executive 
Incentive” (page 185), it was noted that all 
of the personal income taxes in excess of 
50 per cent paid for the year 1954 were 
slightly over $1 billion, or enough to run 
the government for six days. Further, on 
the question of incentive he makes the sage 
observation: 


“People being people, they will for the 
most part respond with their highest abilities 
only when there is some stimulus or some 
satisfaction associated with success. 

“Adequate incentives, of course, differ with 
different people. Some are attracted most 
strongly by the promise of prestige. Some 
are more interested in leisure time, to follow 





*The Supreme Court in deciding Libson 
Shops, Inc. v. Koehler, 57-1 ustc { 9691, in May 
of this year adroitly avoided the task of de- 
fining the word ‘‘taxpayer’’ as used in Sec. 122 
of the 1939 Code, It was confronted with a situa- 
tion where the corporate taxpayer, which had 
merged with 16 Libson apparel shops, claimed 
a carry-over loss from three of the stores. The 
three corporate units had lost money both be- 
fore and after the merger, so the taxpayer 
sought the benefit of the carry-over loss deduc- 
tions against the gains from the other stores. 
The Court denied the loss deduction, not on 
the ground that the taxpayers were different, 
but because there was no ‘“‘continuity of busi- 
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ness enterprise.’’ That is, the prior year’s loss 
could only be used to offset the current year's 
income where the income ‘‘is derived from the 
operation of substantially the same business 
which produced the loss.”’ 

The Court specifically stated that it did not 
pass on situations like those presented in the 
Alprosa Watch, A. B. v. Container Corporation 
and W AG 2, Inc. cases, all cited above. It dis- 
tinguished Newmarket Manufacturing Company 
v. U, 8., 56-1 ustc J 9540, 233 F. (2d) 493 (CA-1), 
on the ground that ‘‘one single business’’ was 
involved while here there were ‘several 
businesses."’ 
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scholarly pursuits or perhaps simply to 
meditate upon the ills of the world. To 
some people, public notice or outward signs 
of rank and importance are alluring goals. 
Some seek power. For most, however, the 
strongest and probably the most desirable 
incentive is financial reward. Furthermore, 
financial reward is not only an incentive in 
itself; it is the only fluid medium that can 
be used to balance the attractions of the more 
intangible compensations, such as prestige, 
power, or public notice.” 


To believe that Congressmen are not aware 
of the economic and political significance 
of the progressive surtax structure and the 
concomitant tax leakages is to deny them a 
sophistication which their usual astuteness 
in tax legislation belies. 


We note that Chairman Mills of the Sub- 
committee on Tax Policy in his introduction 
to the report says: 


“There are three distinct facets of tax- 
ation. One is political, one is economic, and 
one is technical.” 


These three facets in our multiple corpo- 
ration situation might show a reflection of 
the “political” in the “soak the rich” pro- 
gressive tax rate which carries the individual 
into the 91 per cent area, the “economic” 
in the incentive or disincentive effect of 
the various applicable tax rates, and the 
“technical” in the various Code provisions 
and court decisions which deal with “sham” 
transactions and corporations. 


In the consideration of various tax bills 
during recent Congressional sessions it has 
become increasingly apparent that the pro- 
gressive surtax system has been treated as 
being politically sacrosanct. By the same 
token, special provisions which make the 
rates inoperative have slipped into the Code 
under semantically acceptable labels to the 
extent that our effective tax rate for the 
high-bracket taxpayer is not 90 per cent but 
closer to 50 per cent. The surprising fact 
is that in 1953, for example, the average 
effective rate of tax applying to the total 
reported tax base was about 27 per cent. 
That is, the total of individual income taxes 
paid that year was $32 billion on a total of 
about $117 billion of taxable income reported. 
Taking the first bracket rate of 22.2 per cent, 
the average effective rate exceeded the first 
bracket by only 4.8 percentage points. For the 
same year as to married individuals with a 
combined income of $100,000, the effective 
rate was about 54 per cent, and with a 
$200,000 income it was about 67 per cent. 


Multiple Corporations 


Such leakages in the rate structure the 
late Randolph Paul attributed to nine prin- 
cipal factors: (1) tax exempt interest on 
local and state government bonds; (2) ex- 
empt interest upon savings invested through 
life insurance companies; (3) depletion de- 
ductions; (4) deductions for personal con- 
sumption expenditures; (5) splitting of family 
income by use of oan inter-vivos 
gifts and family partnerships; (6) deferred 
compensation arrangements, pension trusts 
and fringe benefits; (7) accumulation of 
profits in closely held corporations; (8) 
preferential treatment of capital gains; and 
(9) unintentional and deliberate tax “evasion.” 


Mr. Paul’s designation of holes in the in- 
come tax dike includes some provisions 
which allow low-bracket taxpayer leakage 
as well as top-bracket benefits. Organized 
labor, for example, has been successful to 
some extent in getting under the capital 
gains tax shelter. As another example of 
special tax treatment, farmers are allowed 
capital gains treatment for gains on sales of 
breeding animals. An interesting commen- 
tary on the pressures which have been ex- 
erted on Congress for the securing of special 
tax benefits is contained in Professor Wil- 
liam L. Cary’s article “Pressure Groups and 
the Increasing Erosion of the Revenue Laws.” 
(Mills subcommittee report, page 260.) He 
cites Section 1240 of the 1954 Code as an 
example of special legislation that was tailor- 
made for one movie executive. Although 
drafted in the usual general terms, it pro- 
vides for capital gains treatment of termina- 
tion payments only as to an individual who 
(1) had been employed for more than 20 
years, (2) had held his rights to future 
profits for 12 years, and (3) had the right 
to receive a percentage of profits for life 
or for a period of at least five years after 
the termination of his employment. 


These are but isolated examples of the 
many exceptions grafted onto the Code 
which provide special preferential treatment. 
The aggregate of the tax preferences which 
are included in Paul’s nine categories, have, 
as we have seen, the effect of reducing the 
average effective tax rate to 27 per cent. Even 
the taxpayers in the $1 million to $1.5 mil- 
lion income bracket, who reported adjusted 
gross income of $93 million in 1951, had a 
reported tax liability of $58 million with an 
effective tax rate including all capital gains 
of only 50 per cent. 


The constant erosion and corrosion of the 
progressive rate structure has been with 
Congressional knowledge and at least tacit 


657 








approval. The preferential legislation is a 
pressure-valve type of relief from tax rates 
unrealistically high but politically expedient. 
Perhaps in many instances the special pro- 
visions help to do equity “on the vertical,” 
but the exceptions produce inequities “on 
the horizontal.” That is, the adjustments 
appear to produce a fairer result as between 
different classes of taxpayers, but the fa- 
vored group is not in equality with the un- 
privileged taxpayers in the same income 
category. 


The tax benefits resulting from the use of 
multiple corporations are those which Paul 
includes in the above general categories (7) 
and (8). The savings accrue because of the 
favorable corporate tax bracket and the 
treatment of corporate shares as capital 
assets. In this connection no one would 
suggest that the use of the corporate device 
for saving taxes is new. In so far as the 30 
per cent and 52 per cent corporate tax 
brackets provide preferential treatment, that, 
of course, is done with deliberate purpose. 
Such advantages as inhere in the right to 
retain corporate earnings have been the subject 
of repeated attacks, and if income escapes 
taxation in this area, it is because Congress 
and the courts have deliberately so provided. 


The various bills previously discussed 
were devised to take care of certain trouble- 
some gaps in the Code, and nowhere does it 
appear that the Congressional committees 
directed their attention to the multiple cor- 
poration operation, as it inheres in a “growth” 
situation. The obscurity of Congressional 
intent in the Sections 45, 129 and 15(c) area, 
we have found, derives in part from attempts 
to avoid the disincentive effects of too high 
rates, to shift the tax burden “where it be- 
longs,” to do equity to different classes of 
taxpayers both on the “perpendicular” and 
the “horizontal” and to bring consistency 
where inconsistency is the order of the day. 
No wonder courts in their struggle to plumb 
the Congressional mind in this schizophrenic 
atmosphere often end up with solutions as 
confusing as the legislation. 


Despite the fuzziness investing the peri- 
pheral areas, there is a hard core which 
marks both the legislative provisions and 
court decisions. In each Code section men- 
tioned and in each decision cited the curative 
provisions have been directed at an objec- 
tionable practice affecting existing businesses. 
Analysis will demonstrate that in every in- 
stance the challenged tax device was related 
to going operations. In no case was there 
an expression of an attempt to prevent ex- 
pansion into new ventures. It was not the 
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employment of corporations to embark on 
additional enterprises which was proscribed, 
but rather it was the bookkeeping or con- 
veyancing legerdemain with no _ business 
content which was condemned. 


As the multiple corporation cases move 
from the administrative preliminaries into 
the judicial arena, it will become increasingly 
clear that a large area of the economy is 
involved. A real solution will not come 
about by treating the issue as one which 
simply involves a tax avoidance “gimmick.” 
Any doubt in this connection will be re- 
solved by a reading of the penetrating criti- 
cisms recently published by an eminent 
authority in this field, Professor Stanley S. 
Surrey of Harvard. Mr. Surrey has occu- 
pied important official positions and knows 
whereof he speaks. He has no ax to grind 
nor does he deal in abstractions. In his 
words, we have “a snowballing accumulation 
of complex and intricate provisions in the 
tax law which, not solving our present diffi- 
culties, can only promise still greater com- 
plexity if the present approach is continued.” 
(Mills subcommittee report, page 417.) He 
continues to explain that “there is no escape 
from plunging deeper and deeper into this 
technical morass” unless an adjustment is 
made between the unrealistically high surtax 
brackets for those with large incomes and 
the preferential treatment of capital gains. 
If this be a correct statement of the basic 
difficulty as it relates to multiple corpora- 
tions, then we might ask whether we are in 
an interstitial realm where judicial legisla- 
tion is the answer. Certainly the courts in 
deciding the specific issues may not make 
any of the rate adjustments which appear to 
be a correlative of our problem. It can only 
support or reject the particular item adjust- 
ments the Commissioner has made. To that 
extent it can fill in the gaps, but it cannot 
complete the job by supplying any concomitant 
corrective provisions. 


We may conclude by saying that the rami- 
fications of the tax consequences inherent in 
the multiple corporation problem are more 
extensive than appears on the surface. Rep- 
resentative Mills’s “facets of taxation,” in all 
of their political, economic and technical as- 
pects,.are present in abundance and perhaps 
when the courts do come to grips with the 
issues involved, they will decide the corpo- 
rate openings appearing in the high surtax 
wall were purposely built in by the Congress 
for the taxpayer “to schute owte at.” In 
other words, or rather in the etymologist’s 
words, the corporate escape route is a “loupy” 
and not a loophole. [The End] 
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The Irreconcilable 
Wilcox and Rutkin Doctrines 


By JOHN O'NEILL DURKAN 


Are embezzled, extorted or stolen funds taxable? In view of the 

Prokop decision by the Tax Court and the current investigations of the Senate 
committee which is inquiring into certain union and management 

relations, this article is of timely interest. The author believes that there is a 
conflict between Wilcox and Rutkin, both decided by the Supreme Court, 
and he discusses these and other decisions which have contributed to the 
dilemma in which the courts now find themselves on this question. 


MEMORANDUM opinion of the Tax 

Court of the United States is not usually 
considered by either the court or the fra- 
ternity of tax practitioners as having unusual 
significance. However, illuminated by the 
klieg lights of the current Senate committee 
investigating labor and management, the 
case of Alice v. Prokop, CCH Dec. 22,372(M), 
16 TCM 313, serves to rekindle the fire of 
conflict which has raged unabated since 
the United States Supreme Court decided 
Commissioner v. Wilcox, 46-1 ustc { 9188, 
327 U. S. 404. 


In Prokop, a trusted union employee ap- 
propriated to her own use certain funds 
belonging to the union. The Tax Court 
held the funds to be taxable to her and 
attempted to distinguish Wilcox on several 
grounds, the most pertinent of which seems 
to be that Prokop had not been convicted 
of embezzlement, whereas Wilcox had. 


Before commenting on Prokop, it seems 
in point to discuss the dilemma in which 
the courts find themselves in this type of 
case. 


Historically, it has been the position of 
the Supreme Court of the United States 
that earnings received “under .a claim of 
right” are taxable income. As stated in the 
leading case of North American Oil Con- 
solidated v. Burnet, 3 ustc § 943, 286 U. S. 
417: “If a taxpayer receives earnings under 
a claim of right and without restriction as 
to its disposition, he has received income 
which he is required to return, even though 
it may still be claimed that he is not en- 
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titled to retain the money, and even though 
he may still be adjudged liable to restore 
its equivalent.” 

This position was reaffirmed in Commis- 
sioner v. Smith, 53-1 ustc J 9292, 345 U. S. 
278, a case which the author tried for the 
government in the United States Tax Court. 
This case is mentioned because it serves 
to illustrate the fact that the Supreme Court 
did not hesitate to apply the claim-of-right 
principle to what the Tax Court and the 
Sixth Circuit thought was a hardship situa- 
tion and one which was adjudicated after 
Wilcox and after Rutkin, hereinafter cited. 


In considering whether embezzled funds 
are taxable, the courts are placed on the 
horns of a dilemma. It is obvious that 
neither an embezzler nor an extortionist 
has a claim of right to his ill-gotten gains. 
Yet are the courts to aid, either, by declar- 
ing that such gains are not taxable? 


In Wilcox the Supreme Court of the 
United States harkened back to North 
American Oil Consolidated and said: 


“For present purposes, however, it is 
enough to note that a taxable gain is con- 
ditioned upon (1) the presence of a claim 
of a right to the alleged gain and (2) the 
absence of a definite, unconditional obliga- 
tion to repay or return that which would 
otherwise constitute a gain. Without some 
bona fide legal or equitable claim, even 
though it be contingent or contested in 
nature, the taxpayer cannot be said to have 
received any gain or profit within the reach 
of Section 22(a). ... 
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“We fail to perceive any reason for ap- 
plying different principles to a situation 
where one embezzles or steals money from 
another. Moral turpitude is not a touch- 
stone of taxability. The question, rather, is 
whether the taxpayer in fact received a 
statutory gain, profit or benefit. That the 
taxpayer’s motive may have been reprehen- 
sible or the mode of receipt illegal has no 
bearing upon the application of Section 
22(a).” 

Approximately a year before the Smith 
decision, the United States Supreme Court 
was faced with deciding whether an extor- 
tionist was taxable on his plunder or whether 
he fell in the same category as the em- 
bezzler Wilcox. Without once mentioning 
the claim-of-right principle enunciated in 
North American Oil Consolidated and reaf- 
firmed in Wilcox, the Court in a five-to-four 
decision (Rutkin v. U. S., 52-1 ustce 9260, 
343 U.S. 130), held as follows: 


“We do not reach in this case the factual 
situation involved in Commissioner v. Wilcox 
[46-1 ustc § 9188], 327 U. S. 404. We limit 
that case to its facts. There embezzled 
funds were held not to constitute taxable 
income to the embezzler under § 22(a). The 
issue here is whether money extorted from 
a victim with his consent induced solely 
by harassing demands and threats of vio- 
lence is included in the definition of gross 
income under § 22(a). We think the power 
of Congress to tax these receipts as income 
under the Sixteenth Amendment is unques- 
tionable. The broad language of § 22(a) 
supports the declarations of this Court that 
Congress in enacting that section exercised 
its full power to tax income. We therefore 
conclude that §22(a) reaches these re- 
ceipts.” 

The dissenting opinion pointed out that 
there was no logical basis for differentiat- 
ing between an embezzler and an extortion- 
ist and that the majority opinion was, in 
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effect, a departure from the rule established 
by Wilcox. As noted above, about a year 
later the Supreme Court in Smith reaffirmed 
the claim-of-right principle established in 
North American Oil Consolidated and relied 
on in Wilcox. 


The conflict between Wilcox and Rutkin 
is illustrated by the opinion in Marienfeld 
v. U. S., 54-2 uste J 9489, 214 F. (2d) 632, 
cert. den., 348 U. S. 865, in which the United 
States Court of Appeals for the Eighth 
Circuit, after admitting the difficulty of 
reconciling Wilcox and Rutkin, proceeded to 
follow Rutkin and held that embezzled funds 
were taxable. In a concurring opinion, 
Judge Johnsen stated, in effect, that there 
was no rational basis for distinguishing 
Wilcox and Rutkin. He further stated that 
he would affirm the conviction on the fol- 
lowing basis: 

“Tax liability necessarily is an economic, 
not a moral question. No prostitute, nar- 
cotics peddler, or anyone else can escape 
the payment of income tax upon any earn- 
ings on moral grounds. No more should 
an embezzler, a thief, a robber, a burglar, 
or any other criminal be permitted to go 
tax-free or be immune from prosecution for 
evasion, upon the moral or legal basis that 
the money which he acquired was not 
technically his own but his victim’s, as 
against the economic realities of the funds 
having been taken by him with intent to 
appropriate and enjoy them as his own, with 
such utilization and enjoyment actually 
having been made of them by him, and 
with him thus being left in the position of 
not being able to restore them as the identi- 
cal object taken. As a tax matter, when 
these economic realities have existed, it also 
cannot affect the situation, I think, that 
the criminal may be able and may under- 
take, after he has been caught up with, to 
pay back the amount of his illegal acquisi- 
tion, in funds not constituting the identical 
object which he took.” 
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The last sentence in the above quotation 
points out another obstacle in taxing such 
ill-gotten gains. 

As noted by the Tax Court in Prokop, 
the Supreme Court in Wilcox gave, as an 
additional reason for its holding, the follow- 
ing: 

“Sanctioning a tax under the circum- 
stances before us would serve only to give 
the United States an unjustified preference 
as to part of the money which rightfully 
and completely belongs to the taxpayer’s 
employer.” 

In Prokop, the Tax Court, as did its 
brethren of the Third Circuit Court of 
Appeals in Kann v. Commissioner, 54-1 ustc 
{ 9144, 210 F. (2d) 247, distinguished Wilcox 
by holding that because of the liquidity 
of the taxpayer, there was no danger of 
the United States being preferred over the 
rightful claimant of the embezzled funds. 
This is an interesting point of logic. In 
other words, if the embezzler can pay both 
the victim and his government, then his 
gains are taxable. If the payment of tax 
on the gains so diminishes the embezzler’s 
net worth that he cannot make restitution 
to his victim, then the government is denied 
the right to tax. Thus stated, the proposi- 
tion appears to be that taxability depends 
upon collectibility. If so, this is a novel 
approach to the whole question of taxa- 
tion. Liability on the one hand and ability 


to pay on the other have never enjoyed 
such a harmonious relationship. Regardless 
of the financial condition of the embezzler, 
extortionist or thief, if he is subjected to 
taxation upon his ill-gotten gains, is not the 
United States being preferred in any event? 
Should not the taxability of any gain be 
determined from its character alone and 
not from such extenuating circumstances 
as ability to pay? 

It is the humble opinion of the author 
that Wilcox and Rutkin are irreconcilable 
and that the question of taxability of such 
gains is of such importance that the United 
States Supreme Court should settle the 
matter. The lower courts should not be 
forced to distinguish the Wilcox case as 
the Tax Court was in Prokop. In Prokop, the 
Tax Court premised its finding of fraud 
largely on its finding that the taxpayer had 
embezzled from the union. Yet it sought 
to distinguish Prokop from Wilcox on the 
tenuous ground that Prokop had not been 
convicted of embezzlement, whereas Wilcox 
had. It is submitted that in a field already 
overburdened with distinctions, this serves 
to unduly complicate a simple question. 
Are embezzled, extorted or stolen funds 
taxable? Under the claim-of-right doctrine 
they cannot be. They can only be taxable 
under the theory advocated by Judge John- 
sen in the Marienfeld case. A clear-cut deci- 
sion is sorely needed. [The End] 


NEW CLAMP ON DELINQUENT WITHHOLDERS WANTED 


While willful failure on the part of 
an employer to remit to the govern- 
ment the income or social security 
taxes it has withheld from employees 
can be criminally prosecuted by the 
Internal Revenue Service, there are 
many cases where it is quite apparent 
that violation is willful but the gov- 
ernment cannot sustain the burden of 
proving willfulness. The Service wants 
Congress to give it an additional tool. 
In a question-and-answer session be- 
fore the Section on Taxation of the 
American Bar Association in New 
York City, Fred C. Scribner, Jr., the 
new Under Secretary of the Treasury, 
described the newly requested legisla- 
tion in the following terms: 


“The requested legislation would 
provide that following a failure to 
comply with the statutory provisions 
requiring deposits and subsequent 
payment, the District Director may 
notify the employer that because of 
such failure the employer must there- 


Wilcox and Rutkin 


after weekly, or at such other less 
frequent time as specified in the no- 
tice, place the amount of withheld 
taxes in a separate bank account, dis- 
closing in its title that it represents 
taxes collected and held in trust for 
the United States. The money from 
such account would be subject to 
withdrawal only for payment to the 
United States. 

“A notified employer who fails to 
comply with the requirements of the 
notification would be guilty of a mis- 
demeanor and there would be no re- 
quirement that willfulness or wrong- 
ful intent be proved to establish the 
crime. 

“District Directors would be given 
authority, once they were satisfied 
that the employer subject to the more 
rigorous regulations would comply 
without being forced to make special 
deposits, to authorize the employer to 
discontinue the making of such de- 
posits.” 
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THE GROWTH in number and size of 
- investment companies since the passage 
of the Investment Company Act of 1940 
has been astounding. The assets of the 
industry have increased by more than 750 
per cent since the passage of the act. The 
total resources of these companies surpass 
$9 billion, invested by more than 2% million 
shareholders. Despite this growth, there 
is a lack of concise, convenient information 
concerning the management of regulated 
investment companies. 


UNITED STATES TAXES 


Definition 
of ‘Regulated Investment Company” 


For the purpose of United States taxes, 
a “regulated investment company” is de- 
fined as one which at all times during the 
taxable year is registered under the In- 
vestment Company Act of 1940 and also 
meets the following requirements: 


(1) It has filed with its tax return for 
a year beginning December 31, 1941, an 
election to be a regulated investment company. 


(2) At least 90 per cent of its gross 
income is derived from dividends, interest 
and gains on the sale or other disposition 
of stock or securities. 


(3) Less than 30 per cent of its gross 
income is derived from the sale or other 
disposition of stock or securities held for 
less than three months. 


(4) At the close of each quarter of the 
taxable year at least 50 per cent of the value 
of its total assets is represented by (a) cash 
items (including receivables), government 
securities and securities of other regulated 
investment companies and (b) other securi- 
ties limited in respect of any one issuer to 
an amount not greater in value than 5 per 
cent of the value of the total assets of the 
investment-company taxpayer and to not 
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more than 10 per cent of the outstanding 
voting securities of the issuer. (Investment 
companies furnishing capital to development 
corporations which provide capital for com- 
panies engaged in developing or exploiting 
patents, new processes, products, etc., have 
the aforementioned 10 per cent limitation 
waived if they obtain certification from the 
Securities and Exchange Commission). If 
a discrepancy is eliminated within 30 days 
of the close of the quarter, “regulated in- 
vestment company” status is retained. 


(5) Not more than 25 per cent of the 
value of its total assets is invested in the 
securities (other than government securities 
or the securities of other regulated invest- 
ment companies) of any one issuer, or of 
two or more issuers which the taxpayer 
controls and which are determined, under 
regulations prescribed by the Secretary or 
his delegate, to be engaged in the same or 
similar trades or businesses or related trades 
or businesses. 


Distribution of 90 Per Cent of Dividend 
and Interest Income 


In addition to the above-mentioned limi- 
tations, a corporation, in order to be tax- 
able as a regulated investment company, 
must distribute during the taxable year to 
its shareholders as taxable dividends (other 
than capital gain dividends) an amount 
not less than 90 per cent of its dividend 
and interest income (hereafter called ordi- 
nary income) for the taxable year, computed 
without regard to long-term and short-term 
capital gains. 


Investment Company's Taxes 


Regulated investment companies meeting 
the aforementioned requirements pay no 
tax on the amounts of taxable dividend and 
interest income (ordinary income) distributed 
to the owners of the investment company’s 
shares (the aforementioned deduction is 
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reduced by the deduction provided for par- 
tially tax-exempt ordinary income). Amounts 
not distributed are subject to the same 
normal tax and surtax of any other com- 
pany (30 per cent normal tax and 22 per 
cent surtax). 


The payment of an ordinary income divi- 
dend may be related back to the prior tax- 
able year, even if it is declared by the 
company after the close of such taxable 
year, if it is declared prior to the time pre- 
scribed by law for filing a tax return for 
such taxable year (including the period of 
any extension of time granted for filing). 


The company must elect in such above- 
mentioned return to treat the dividend as 
having been paid during the taxable year. 
This rule is applicable only if such declared 
dividend is actually distributed to share- 
holders in the 12-month period following 
the close of such taxable year and not later 
than the date of the first regular dividend 
payment made after such declaration. 


Capital gains are taxed at the rate of 
25 per cent upon the excess of the net 
long-term capital gains over the sum of the 
net short-term capital loss and the amount 
of capital gain dividends paid during the 
year. Included in such capital gain divi- 
dend is any dividend designated as such by 
the company in a written declaration mailed 
to shareholders at any time prior to the ex- 
piration of 30 days after the close of the 
taxable year. A capital gain dividend may 
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be related back in the manner described in 
the previous paragraph. To summarize, 
capital gains paid out in dividends as pre- 
scribed are not taxable to the company, but 
they are taxable to the shareholder. 


If the short-term capital gain is greater 
than the short-term capital loss, the net 
short-term capital gain is treated as ordi- 
nary income for the corporation’s tax pur- 
poses with respect to rate of tax. Short- 
term gain is not, however, treated as ordi- 
nary income when deciding whether the 
company falls within the definition of a 
regulated investment company or whether 
it pays out 90 per cent of its taxable ordi- 
nary income. 


Shareholder's Taxes 
on Dividends Received 

An ordinary income dividend declared by 
the trust is taxable to the recipient indi- 
vidual in the taxable year of the individual 
in which the dividend has been distributed. 


Dividends paid after the close of the tax- 
able year are to be included in the recipient 
shareholder’s income for the taxable year 
in which received (even though the profits 
were earned in the prior year and are treated 
as being paid during the prior year—related 
back—for the company’s tax purposes). 

All of the ordinary dividend is usable 
in computing the individual shareholder’s 
$50 deduction from gross income and the 
4 per cent credit concerning taxable divi- 
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dends received allowed by the United States 
Government, unless the aggregate dividends 
received by the trust during the taxable year 
are less than 75 per cent of its gross 
income (excluding net long-term capital 
gain). If dividends are less than 75 per 
cent, then only the amount of any dividend 
that would be subject to the $50 exclusion 
or the credit of 4 per cent which bears the 
same ratio to the total dividend as the 
dividend income of the investment company 
bears to total income (in both cases other 
than capital gains on the sale of stocks 
and securities) may be treated as a dividend. 


The same rules as in the first two para- 
graphs aforementioned apply for the 85 
per cent deduction of a corporate share- 
holder. 


Capital gain dividends are usually treated 
by shareholders as gains from the sale or 
exchange of capital assets held for more 
than six months. The term capital gain 
dividend is defined as any dividend so 
designated by a regulated investment com- 
pany in a written order mailed to its share- 
holders at any time prior to the expiration 
of 30 days after the close of the taxable 
year. However, if the amount designated 
is greater than the excess of the net long- 
term capital gain over the net short-term 
capital loss of the taxable year of the 
investment company, the part which may 
be treated as a capital gain dividend is 
restricted to that portion which the excess 
bears to the whole. 


Canadian ‘‘Investment Trust’’ Corporations 
Which Sell Shares in United States 


The Canadian Government does not tax 
capital gains. 


Each year these trusts have the option 
of filing tax returns on their ordinary in- 
come either as nonresident-owned (N. R. O.) 
companies or as regular Canadian corpora- 
tions. An N. R. O. company’s ordinary 
income is taxable at a flat rate of 15 per 
cent. If, instead, the investment trust elects 
to be taxed as a regular Canadian corpora- 
tion, 20 per cent of the first $20,000 and 
47 per cent on the balance of the net income 
is the tax rate. 


In computing the net income of a regular 
Canadian corporation, dividends received 
from other tax-paying Canadian corpora- 
tions are exempt from the above-mentioned 
20 per cent and 47 per cent taxes. In off- 
setting expenses against gross income, how- 
ever, expenses cannot be entirely deducted 
from income not received from tax-paying 
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corporations but must, instead, be prorated 
between income from tax-paying Canadian 
corporations and other income. 


For those companies which pay the 15 
per cent rate (N. R. O.), the individual 
shareholder is relieved of all further tax 
liability to Canada. For companies elect- 
ing to be taxed as regular Canadian corpo- 
rations, the individual shareholder is liable 
for a 15 per cent withholding tax on that 
portion of the proceeds from the sale that 
represents undistributed net income of the 
fund. 

In the latter case, if the shares are re- 
deemed, the Canadian tax of 15 per cent 
on accumulated investment income can be 
claimed as a credit against United States 
income taxes in the same proportion as 
Canadian income bears to total income. 


It is to be noted that if an individual 
shareholder of the investment company sells 
his shares to another individual rather than 
redeeming them, he is not liable for the 
15 per cent withholding tax aforementioned. 


When no dividends are distributed by 
these Canadian companies, shareholders who 
are United States residents will incur no 
income tax liability to the United States 
Treasury until shares are sold or redeemed. 
At that time all proceeds in excess of the 
original cost are taxable as a capital gain 
on which the maximum rate is 25 per cent. 


REPORTS AND OTHER MATERIALS 
SENT TO SHAREHOLDERS AND 
THE SEC 


Notice of Annual Meeting of Shareholders 


Requirements as to notice to be given 
concerning meetings are contained in either 
the corporate charter or bylaws or in the 
statute of the state in which the fund has 
been incorporated. Notice should be given 
as to any unusual business to be acted on 
at any regular meeting of shareholders. 


Where the time and place of the regular 
meetings are not fixed by statute, charter 
or bylaws, personal notice must be given to 
each shareholder at a certain time before 
the meeting, depending on the provisions 
of the corporate charter or bylaws or of 
state statutes. For example, in New Jersey, 
notice of a meeting must be given at least 
ten days before the meeting. 


Semiannual Reports to Shareholders 

This heading is inclusive of annual re- 
ports to shareholders. Annual reports are 
exactly the same as semiannual, except that 
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they are certified by independent public 
accountants. 


Every registered investment company is 
required to mail semiannual reports to 
shareholders within 30 days after the date 
of the report, and the reports are to be 
dated not later than the close of the fiscal 
year or half year. 


The following statements are to be in- 
cluded in the semiannual report: 


(1) balance sheet accompanied by a state- 
ment of the aggregate value of investments 
on the date of the balance sheet; 


(2) a list of securities owned, showing 
the amounts and values of securities owned 
on the date of the balance sheet; 


(3) statement of income for the period 
covered by the report, to be itemized with 
respect to each category of income and 
expense representing more than 5 per cent 
of the total income or expense; 


(4) statement of surplus, which is to be 
itemized with respect to each charge or 
credit to the surplus account representing 
more than 5 per cent of the total charges 
or credits during the period covered by the 
report; 


(5) statement of the aggregate remuner- 
ation paid by the company during the pe- 
riod covered by the report (a) to all members 
and advisory board for regular and special 
compensation, (b) to all officers and (c) to 
each person affiliated with an officer or direc- 
tor of the company ; 


(6) statement as to purchases and sales of 
investment securities other than govern- 
ment securities made during the period. 


The annual report to shareholders must be 
certified by an independent public accountant. 


Four copies of every report to shareholders 
containing financial statements should be 
filed with the Securities and Exchange 
Commission not later than ten days after 
sending it to the shareholders. 


Proxy Statements and Form of Proxy 


An annual report must be furnished to 
shareholders 20 days before the date of 
any meeting, if proxies are solicited on be- 
half of the management relating to an 
annual meeting of shareholders at which 
directors are to be elected. 


Three preliminary copies of the proxy 
statement and form of proxy and any other 
proxy soliciting material shall be filed with 
the Securities and Exchange Commission 
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at least ten days before the definitive copies 
are to be sent to shareholders. 


Three preliminary copies of any addi- 
tional proxy soliciting material must be 
filed with the commission at least two days 
before issuance to shareholders, or a shorter 
period on good cause if authorized by the 
commission. 


Proxy statement.—The following items 
of information are required in a proxy 
statement: (1) revocability of the proxy, 
(2) persons making the solicitation, (3) in- 
terest of certain persons in matters to be 
acted upon, (4) voting securities and prin- 
cipal holders thereof, (5) nominees for elec- 
tion as directors, (6) remuneration and 
other transactions with management and cer- 
tain others, (7) election of auditors and (8) 
information if action is to be taken con- 
cerning certain other matters. 


The three copies of the proxy statement 
and form of proxy mailed prior to the 
mailing of copies to the shareholders are 
to be marked “preliminary copies.” Later, 
at the same time that proxy statements 
and proxies are sent to the shareholders, 
four additional copies are to be sent to 
SEC marked “definitive copies.” Three 
copies are to be sent at the same time to 
each national securities exchange with which 
any security of the issuer is listed and 
registered. 


Form of proxy.-—Concerning the form of 
proxy, there are a number of points to 
remember. It is prohibited to solicit an un- 
dated or postdated proxy or a proxy which 
provides that it shall be deemed to be dated 
as of any date subsequent to the date it is 
signed by the shareholder. 


The form of proxy shall indicate in bold- 
face type whether or not the proxy is 
solicited on behalf of management, shall pro- 
vide a specifically designated blank space 
for dating the proxy and shall identify 
each matter or group of matters to be 
acted upon. Means are to be provided 
in the proxy form to specify a choice be- 
tween approval or disapproval of each mat- 
ter to be acted upon, other than elections 
to office. It is all right to provide for 
discretionary authority where the choice 
is not so specified, so long as in boldface 
type it is declared how the shares repre- 
sented by the proxy are intended to be 
voted in each such case. 


No proxy is to confer authority to vote 
for the election of any person to any office 
for which a nominee is not named in a 
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proxy statement or to vote at any annual 
meeting other than the next annual meet- 
ing, or an adjournment thereof. 


REPORTS AND OTHER MATERIAL 
SENT ONLY TO THE SEC 


All Regulated Investment Companies 


Annual report (Form N-30A-1).—Section 
30(a) of the Investment Company Act of 
1940 prescribes Form N-30A-1 as the form 
for annual reports of registered manage- 
ment investment companies to the Securities 
and Exchange Commission. 


The report should be filed not more than 
120 days after the close of the company’s 
fiscal year. If the registrant finds it imprac- 
ticable to file the report within 120 days, it 
may file an application with the commission 
for an extension of time to a specified date 
within six months after the close of the fis- 
cal year. This application may be in the 
form of a letter and must state the grounds 
of impracticability and contain a statement 
agreeing to file the report on or before a 
specified date. Such an application is deemed 
granted unless the commission within ten 
days after its receipt enters an order deny- 
ing the application as being unreasonable 
and unnecessary under the circumstances. 


Information required in the report com- 
pletely covers the operations of the com- 
pany for the fiscal year and includes both 
financial and management changes in de- 
tail. For a listing of the items covered, the 
report form’s item headings, obtainable from 
the SEC, should be referred to. The items 
are too lengthy to be included in this ar- 
ticle. Regulation S-X of the SEC must be 
referred to concerning form and content of 
financial statements. 


Form and copies—Four complete copies 
of each report on Form N-30A-1, including 
exhibits and all papers and documents in- 
corporated, shall be filed with the commis- 
sion. One or more copies should be filed 
with each exchange, if any, on which a se- 
curity of the registrant is listed and registered. 


Signatures, manually affixed, should be 
on at least one of the copies filed with the 
commission and one filed with each ex- 
change. Unsigned copies should have the 
name of the person who has signed the one 
copy typed underneath the signature space. 
The form provided by the SEC should not 
be used as a blank form to be filled in, but 
only as a guide in the preparation of the re- 
port. The report should contain the numbers 
and captions of all items required to be 
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answered, but the text of any item may 
be omitted, All instructions should also be 
omitted. 


If the fund has filed a prospectus contain- 


‘ ing information for the fiscal year, items 4, 


5, 8, 10, 11, 12, 15(a), 16 and 19 of the form 
asking for certain figures and other in- 
formation should not be restated or an- 
swered. Specific incorporation by reference 
of the prospectus in answer to each of the 
previously stated items is not required; in- 
stead, immediately before the signature clause, 
the registrant should state that such items 
have been omitted pursuant to instructions 
concerning preparation of the report. It 
should also be stated that the prospectus is 
incorporated by reference in answer to the 
previously listed item numbers. It is not 
necessary to file additional copies of the 
prospectus. 


If the fund has filed a definitive proxy 
statement containing substantially the in- 
formation requested by any item of the 
form, such item should be answered by in- 
corporating the information by reference, 
the same as was mentioned in the previous 
paragraph. Additional copies of the proxy 
statement need not be filed with the report. 


Unless otherwise stated, the information 
required by any item in the report should be 
given as of the close of the fiscal year or as 
to the latest practicable date subsequent 
thereto, which date should be stated in the 
answer to the item. 


The filing date is deemed to be the day 
on which the SEC actually receives any 
papers or applications. 


Quarterly report (Form N-30B-1).—A re- 
port on this form is required to be filed if 
any of the events specified in the items of 
the form have occurred during the fiscal 
quarter. Reports are to be filed within 30 
days after the close of each fiscal quarter 
during which any of the events occurred. 
However, if substantially the same informa- 
tion as that required by the form was pre- 
viously reported by the fund, an additional 
report of the information on this form need 
not be made. 


Items of occurrence requiring filing —This 
report must be filed only if one or more of 
the items listed below have occurred during 
the quarter and have not previously been 
reported by the registrant: 


(1) submission of matters to a vote of 
security holders; 


(2) material changes in the investment 
policies of the registrant with respect to 
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security investments which have not been 
approved by shareholders; 


(3) any material legal proceeding other 
than that which is ordinary routine of the 
business; 


(4) material withdrawal or substitution of 
assets securing any class of debt of the 
registrant; 

(5) any default or arrears on senior se- 
curities; 


(6) any change in control of the registrant ; 


(7) if there are new or amended securi- 
ties, the nature of these additions or changes; 


(8) material changes in the method of 
valuation of assets, or material restatement 
of the capital share account, resulting in a 
transfer from capital share liabilities to sur- 
plus or reserves, or vice versa. 


Particular note should be made of the 
fact that in most cases the above-listed 
items to be reported would already have 
been reported to the SEC shortly after 
they occurred and, therefore, the Form 
N-30B-1 quarterly report would not be 
necessary. 


When certain documents are amended, 
they are to be provided as exhibits to the 
report. These and other items included as 
exhibits to the report are listed in the in- 
structions of the report. 


Form and copies—The requirements as to 
form are the same as those required for 
Form N-30A-1 which preceded this one. 
An exception to this is that only three 
complete copies of each report, exhibits and 
documents need to be filed with the com- 
mission in addition to the one filed with 
each exchange on which the security of the 
registrant is listed and registered. 


Companies Issuing Shares 


Registration of shares of compan‘es regis- 
tered on Form N-8B-1 (Form §-5).—Both 
the Securities Act of 1933 and the Invest- 
ment Company Act of 1940 must be referred 
to for the required details. 


Time for filing—The information con- 
tained in a prospectus of a management 
investment company continuously offering 
its shares to the public cannot be as of a 
date more than 16 months prior to the use 
of the prospectus. In other words, within 
16 months there must be a new prospectus 
of the financial statements contained in the 
previous year’s prospectus, otherwise shares 
of the fund cannot be sold until this prospec- 
tus is available. 
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Form and number of copies Registration 
statements must be on unglazed white paper 
8%" x 13”. However, tables, charts, maps 
and financial statements may be on larger 
papers if folded to that size, and the pro- 
spectus may be on smaller paper if the 
registrant wishes. 


Three copies of the complete registration 
statement, including exhibits and all other 
papers and documents filed as a part of the 
statement including the prospectus, must be 
filed. In addition to the three copies previ- 
ously mentioned, five additional copies of 
only the prospectus must be filed with the 
registration statement at the time the state- 
ment is filed. 


Only one copy of a registration statement 
need be manually signed, and if the state- 
ment is typewritten, the original is the one 
that should be signed. Unsigned copies 
should be confirmed. 


Presentation of information in prospectuses. 
—The information required in the prospec- 
tus does not have to follow the order of the 
items in the form. All information con- 
tained in the prospectus is to be set forth 
under appropriate captions or headings in- 
dicative of the principal subject and should 
be divided into reasonably short paragraphs. 
Every prospectus should contain, in the 
beginning, a reasonably detailed table of 
contents showing subject matter of various 
sections and the page number. 


Securities and Exchange Commission Regu- 
lation S-X must be referred to concerning pre- 
sentation and content of financial statements. 


Additional copies of prospectus —Within 
five days after the effective date of the 
registration statement or the commence- 
ment of a public offering after the effective 
date, whichever occurs later, 25 copies of 
each form of the prospectus should be filed 
with the commission in the exact form in 
which it was used. 


Date of filing and calculation of effective 
date-—The date on which papers are actually 
received by the commission is the date of 
filing. The effective date of registration 
statements filed for a management invest- 
ment company is 20 days after filing. Satur- 
days, Sundays and holidays are counted in 
computing the effective date. 


Registration fee—A registration fee of at 
least $25 must be paid to the commission. 
It is computed on several different bases 
applicable to varying situations, and the 
rules must be read to find the one most 
applicable to a particular situation. 
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Contents of registration statement and pro- 
spectus—Any document filed with the com- 
mission pursuant to any act administered 
by the commission may be incorporated by 
reference as an exhibit. If any modifiation 
has occurred since the filing, the registrant 
should file with the reference a statement 
containing the text of this modification and 
the date of it. 

The registration statement consists of the 
facing sheet of the form, Part I containing 
the prospectus and Part II containing infor- 
mation which is additional. Also, there is 
an undertaking to file reports, signatures of 
corporate officers, consents of certain ex- 
perts and any exhibits to be incorporated 
by reference. 

Information required by Form S-5 need 
only be given when applicable, and negative 
answers to any item may be omitted. Any 
sales load or redemption charge must be 
stated on the cover of the prospectus in 
the front. 

Any balance sheet or statement of assets 
and liabilities must have been issued within 
90 days prior to the date of filing the regis- 
tration statement. 

There are certain options available with 
respect to information which may or may 
not be included in the prospectus part of 
the registration statement. The instructions 
to the form should be seen for these options 
of the registrant. The size of the prospectus 
may be substantially reduced if the options 
are used. 

Unless indicated otherwise, information 
set forth in one part of a prospectus need 
not be duplicated if called for elsewhere in 
the prospectus. In lieu of restating the in- 
formation, reference should be made to 
other parts of the prospectus where such 
information is set forth. 


Closed-End 
Management Investment Companies* 


Initial statement of beneficial ownership 
of securities of closed-end investment coni- 
panies (Form N-30F-1).—This form is to 
be filed as the initial statement of ownership 
by every person who is directly or indirectly 
the beneficial owner of more than 10 per 
cent of any class of outstanding securities 
of which a registered investment company 
is an issuer. Others who must file their 
ownership are those who are officers, di- 
rectors, members of an advisory board, an 
investment adviser or affiliated persons of 


* Companies which do not redeem their own 
shares at net-asset value. 
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an investment adviser of such investment 
company at the time when the company is 
registered under the Investment Company 
Act of 1940. 

It is also to be used by persons who 
assume any of the relationships specified 
above after the date that the company is 
registered. If no securities of the company 
are owned by an officer, director, member 
of an advisory board, investment adviser, or 
affiliated person of the investment company, 
he should file this form expressly stating 
that he has no such ownership. 


Persons who are merely employees of the 
above parties do not have to file. 


Time for filing statements—Statements 
should be filed on or before the tenth day 
of the calendar month following the month 
in which any of the above-mentioned rela- 
tionships are assumed or the month the 
company becomes registered under the 1940 
act. The filing date is the date of receipt 
by the SEC, 


Indirect ownership—If the person filing 
the statement has an indirect interest in 
securities held by a partnership company, 
trust, etc., he may either compute and re- 
port his proportionate share in such securi- 
ties, or may report the entire amount of 
securities owned by the organization. In either 
case, the method adopted should be dis- 
closed. In such a case, a footnote should 
state the manner of reporting. 


Changes in beneficial ownership of se- 
curities of closed-end investment companies 
(Form N-30F-2).—Rules of this form are 
similar to those surrounding the use of 
Form N-30F-1 given above. It should be 
noted that the statement discussed here, 
however, refers to changes in ownership 
rather than the initial ownership referred 
to previously. 

Form N-30F-2 discloses not only changes 
occurring in the previous month but should 
also show ownership at the end of the 
month of all securities issued of the regis- 
tered closed-end company by the person 
reporting, regardless of the fact that there 
may have been no changes in the person’s 
ownership of some of the issues of securi- 
ties of the company. Each transaction 
must be reported, even though purchases 
and sales during the month are equal and 
even though a change involves only the 
nature of ownership, such as going from 
direct to indirect ownership. 


(Continued on page 710) 
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Funding Stock-Redemption Agreements 


with Life Insurance 
By H. ARTHUR STEINBERG 


The entire question of close corporations paying premiums on insurance 
funding stock-redemption agreements and of entering into such agreements 
should be reconsidered, this author suggests in his discussion of the 

Prunier and Sanders decisions. Mr. Steinberg advises the adoption of a 


wait-and-see attitude for the present. 


His viewpoint contrasts somewhat with that 


of Joel Irving Friedman and the late Albert Mannheimer in last month's TAXES. 


GOCE SEDERS in close corporations 
frequently agree that they will not sell 
their stock to outsiders without first giving 
the corporation or the other stockholders 
an opportunity to buy it. In addition, the 
corporation frequently is required, by a 
“stock-redemption agreement,” to purchase the 
stock owned by a deceased stockholder. 
In order that the corporation may be as- 
sured a source of funds whereby it can 
meet its obligations under a stock-redemp- 
tion agreement, life insurance on which the 
corporation pays premiums and is the owner 
and beneficiary, that is, “corporate insurance,” 
may be obtained. The very recent Prunier 
and Sanders cases, among others, indicate that 


1 Herein a ‘‘close corporation’’ is one which 
has no substantial business purpose for a stock- 
redemption agreement or for funding such an 
agreement with insurance other than retaining 
continuity of harmonious successful manage- 
ment. 

2 Henry E. Prunier, CCH Dec. 22,327, 28 TC 
—, No. 4 (1957); Sanders v. Fow, 57-1 ustc 
{ 9661, 57-2 ustc 1 9794, 149 F. Supp. 942 (DC 
Utah). Apparently both cases are being ap- 
pealed. The Prunier case was reviewed by the 
entire Tax Court, and three judges dissented 
from the majority opinion. 

The opinion in the Prunier case is not clear as 
to the amount each stockholder might be 
considered as receiving in taxable income. It 
appears to hold, however, that each insured 
stockholder receives taxable income of a non- 
specified nature to the extent of the premiums 
paid by the corporation upon the policies cov- 
ering his life. The opinion in the Sanders 
ease, on the other hand, charges each insured 
stockholder with a dividend equal to a pro-rata 
portion, based on stock interests, of the total 
premiums paid by the corporation on all the 
insurance covering the lives of stockholders. 
Neither case involved the question of whether 
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there is substantial risk that the premiums 
paid by a close corporation’ on corporate 
insurance will be considered as dividends 
or other taxable income to the stockholders 
as paid.” 

Stock-redemption agreements funded with 
insurance and those agreements standing 
alone benefit the stockholders (those whose 
stock will be purchased and those who will 
be left in control of the corporation because 
of such purchase) and the corporation 
(since it will be protected against new 
ownership introducing an element of dis- 
cord into its management). See the opinion 
of the Third Circuit in the Emeloid case.* 
The Tax Court in the Prunier case, how- 


an uninsured stockholder realizes income when 
a c6rporation pays premiums on insurance cov- 
ering the life of a stockholder. But see Para- 
mount-Richards Theatres, Inc. v. Commissioner, 
46-1 ustc J 9170, 153 F. (2d) 602, 604 (CCA-5), 
aff'g CCH Dec. 14,085(M), 3 TCM 806 (1944). 

3 Emeloid Company, Inc. v. Commissioner, 
51-1 vustc 7 66,013, 189 F. (2d) 230 (CA-3), 
rev’g CCH Dec. 17,713, 14 TC 1295 (1950). 

The Hmeloid case involved the question of 
whether a loan was obtained for corporate 
business purposes where the corporation solic- 
ited the loan in order to have funds with 
which to purchase single-premium key-man in- 
surance covering the lives of its two sole com- 
mon stockholders who were also its key execu- 
tives. If there was a corporate business 
purpose, the loan was includable in ‘‘invested 
capital’ for excess profits purposes and so 
would reduce that tax. 

The loan was obtained after the excess profits 
tax was enacted, and, about four years after 
the loan, an agreement like a stock-redemption 
agreement was entered into between the stock- 
holders and the corporation pursuant to which 
the insurance was placed in trust to fund the 
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ever, ignored the corporate benefit that a 
stock-redemption agreement and its funding 
with insurance tends to assure and said 
that the record showed no benefit for the 
corporation from the purchase of its own 
stock.* 

The Prunier case may be one where the 
stockholders by the sum of their activities 
showed that continuity. of harmonious man- 
agement for the corporation was not the 
primary reason for the corporation paying 
the insurance premiums. The premiums on 
the insurance there involved were for a 
time paid by the stockholders, two brothers. 
The corporation began to pay the premiums 
the same year that the brothers agreed 
that the corporation should redeem their 
stock when they died. Those brothers al- 
ways owned the insurance and did not change 
the terms of the policies to make the 
corporation rather than themselves the 
beneficiary until after the point was raised 
on a tax audit following the tax year in 
issue in the case. Even after the corpo- 





ration was named beneficiary, the right to 
change the beneficiary in all the policies 
was retained for the brothers. The brothers 
were not prevented by agreement from 
transferring their stock to outsiders, the 
corporation was not a party to the agree- 
ments entered into by the stockholders 
entitling it to the insurance proceeds and 
requiring that it use those proceeds to 
redeem stock, and there was no recital in 
those agreements that the corporation was 
being bound to redeem stock in order that 
it might retain continuity of harmonious 
management. Finally, the stock price agreed 
upon meant that the represeutatives of an 
insured stockholder would receive all the 
proceeds of the insurance covering his life 
apparently even if his stock had a lesser 
value.® 

On the other hand, the majority opinion 
in the Prunier case may indicate that the 
majority of the Tax Court is not concerned 
with the circumstances last discussed but is 
still convinced, as it was when it decided 
and was reversed by the Third Circuit in 
the Emeloid case, that stock-redemption 
agreements and their funding with insur- 
ance in close corporations are intended to 
benefit, or in fact do benefit, primarily the 
stockholders rather than the corporation.‘ 





(Footnote 3 continued) 

agreement. Apparently the insurance and its 
proceeds remained under local law subject to 
the claims of creditors of the corporation. 

In effect the Tax Court said that the real 
purpose of the key-man insurance was to bene- 
fit each stockholder by enabling both the sale 
of his shares to the corporation after he died 
and the retention by the survivors of control 
of the corporation. The Tax Court also said 
that the redemption agreement merely served to 
bring into clearer focus the real purpose for 
the key-man insurance. 

The Third Circuit reversed the Tax Court 
and said that there was a corporate business 
purpose because key-man insurance benefits 
the corporation in tiding it over the period 
after the death of an important executive; 
the insurance was always available for use to 
meet claims of corporate creditors; and, with 
the redemption agreement, the insurance al- 
lowed the corporation to continue, after the 
death of a common stockholder, the successful 
harmonious management it previously had. 

The Third Circuit opinion has been inter- 
preted as supporting the conclusion that the 
payment by a corporation of premiums upon 
life insurance funding a stock-redemption agree- 
ment is done for a corporate business purpose 
and so does not result in the stockholders 
receiving dividends. See, for example, Morris 
R. Friedman, ‘‘Buy and Sell Agreements: A 
Review and a New Look,”’ Proceedings of 
New York University Fifteenth Annual Institute 
on Federal Taxation (1957), pp. 1053, 1058. But 
see the discussion of Sanders at footnote 7. 

*The majority of the Tax Court held in the 
Prunier case that the insured 99 per cent 
stockholders, rather than the corporation, were 
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the ‘‘beneficiaries’’ and the beneficial owners 
of the insurance on their lives upon which the 
corporation paid premiums and so were taxable 
on those premiums. 

The majority did not, however, rest its deci- 
sion upon the fact that the corporation was 
not expressly and formally the beneficiary of 
the policies during the tax year in question. 
Instead the majority seemed to assume, as the 
dissent expressly said, that the corporation 
would be entitled to receive the proceeds of 
the insurance and thereby a decedent's stock 
because the stockholders so agreed. Despite this 
assumption, the majority emphasized that the 
record of the case indicated no benefit that 
would flow to the corporation from the use of 
the insurance proceeds to purchase the stock 
of a decedent. 

5It should be noted that the Hmeloid, Casale 
(CCH Dec. 21,921, 26 TC 1020 (1956)) and 
Sanders cases also involved factors that might 
be taken as indicating a predominantly stock- 
holder purpose for the insurance there involved. 
In the Emeloid case, the redemption agreement 
was terminable by each insured stockholder at 
will. In the Casale case, the court said that the 
deferred compensation agreement funded with 
the insurance was not bona fide. The Sanders 
case is discussed in footnote 7. 

* Footnote 36 gives cases, in addition to those 
already cited, possibly indicating this conclu- 
sion by the Tax Court. 

Perhaps the majority of the Tax Court, in 
the Prunier case did not consider whether 
there was a substantial corporate benefit in 
the apparent legal necessity that the corpora- 
tion use the proceeds of the insurance not to 
redeem stock but to pay off creditors if the 
proceeds should be received while the corpo- 
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Because of the substantial risk that this 
conclusion, or some other one leading to 
the same tax results, reflects the view of the 


Tax Court and ultimately may become the 
view of other courts,’ the entire question 
of close corporations paying premiums on 





(Footnote 6 continued) 

ration is insolvent. See the Third Circuit 
opinion in the Emeloid case, cited at footnote 
3, at p. 234. Perhaps the taxpayer in the 
Prunier case did not make the argument that 
the potential availability of the insurance pro- 
ceeds to the creditors of the corporation is a 
corporate benefit. See also Casale, cited at foot- 
note 5, which is being appealed and is discussed 
in Lawthers, ‘‘Weakness in Casale decision: 
insolvency could destroy benefit to owner-em- 
ployee,"" 5 Journal of Taxation 342 (1956). 
There the corporation owned and was expressly 
the beneficiary of insurance funding a deferred- 
compensation agreement which the court held 
lacked bona fides. The insured (and in effect 
sole) stockholder held taxable on the premiums 
paid for the insurance apparently did not argue 
that not only the cash surrender value of the 
policy but, since the agreement lacked bona 
fides, even the insurance proceeds would be 
available for corporate creditors and thereby 
the corporation benefited. Indeed, it may be, as 
the discussion of the Sanders case shall indi- 
cate, that the stockholders in the Prunier and 
Sanders cases arranged their agreements so as 
at least to raise a question under the applica- 
ble local law on whether the cash surrender 
value and/or the proceeds of the insurance in- 
volved would be available to creditors if the 
corporation were insolvent. 

On the other hand, the rapid succession of 
recent decisions in this area may indicate that 
the majority of the Tax Court and at least a 
federal district court of Utah have in this era 
of prosperity evolved a theory to the effect that 
if a corporation while solvent pays premiums 
upon an insurance policy all the proceeds of 
which are required to be used to make pay- 
ments to stockholders or their representa- 
tives, if the corporation remains solvent, then 
those premiums are income to the stockholders 
when paid. See also Paramount-Richards 
Theatres, Inc. v. Commissioner, cited at foot- 
note 2; but see Robert J. Lawthers, ‘‘Prunier 
offers no threat to a sound insured buyout 
plan,’’ 7 Journal of Taxation 2, footnote 24 
(1957). The rationale of this theory may be 
that the premiums are an accurate measure- 
ment of the present benefits and income derived 
by stockholders from the arrangement. See 
footnote 23. Cases like Casale and Sanders, 
moreover, may indicate that with respect to cor- 
porate insurance arrangements providing—by 
the payments to stockholders they require— 
benefits to all or substantially all stockholders, 
the theory stated in this paragraph applies 
even where the insurance is owned by the 
corporation, since the benefited stockholders 
would have the unrestricted ultimate decision 
on whether to allow the corporation to deprive 
them of the benefits assured them by the in- 
surance. See, for example, G. C. M. 13,193, 
XIII-1 CB 218. 

™The Sanders case, cited at footnote 2, de 
cided by a federal district court of Utah—a 
court which perhaps speaks less authoritatively 
on tax matters than the Tax Court—involved 
an agreement between the Clover Club Foods 
Company and its four stockholders, three of 
whom were relatives, whereby the corporation 
was to pay premiums on insurance covering the 
lives of the stockholders which would be used 
in redeeming their stock. The Sanders case is 
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like the Prunier case in that it ultimately may 
be narrowed to its peculiar facts or may repre- 
sent a warning of future tax treatment with 
respect to stock-redemption agreements and 
corporate insurance funding them in close cor- 
porations. 

The court in the Sanders case, citing the 
Casale case, cited at footnote 5, and the Para- 
mount-Richards case, cited at footnote 2, held 
that the premiums paid by the corporation were 
dividends to the stockholders. 

The court said that the insurance benefits the 
stockholders and the corporation, but nonethe- 
less went on to reject the argument that because 
the stockholders receive no current cash in- 
erement as the premiums are paid, the pre- 
miums are not dividends. The court apparently 
concluded that insurance funding a_ stock-re- 
demption agreement provides stockholders with 
current ‘‘unqualified’’ economic benefits and so 
results in ‘“‘constructive’’ dividends whether or 
not the corporation benefits from the insurance. 

The unqualified-economic-benefit theory has 
been used in the past to tax employees cur- 
rently although the corporation benefits from 
keeping its employees satisfied through provid- 
ing them with the unqualified benefits. See 
Renton K. Brodie, CCH Dec. 12,907, 1 TC 275 
(1942); George M. Adams, CCH Dec. 5664, 18 
BTA 381 (1929); N. Loring Danforth, CCH Dec. 
5841, 18 BTA 1221 (1930); Frank D. Yuengling, 
CCH Dec. 7937, 27 BTA 782 (1933), aff'd 4 ustc 
1257, 69 F. (2d) 971 (CCA-3, 1934). The 
Sanders case, however, raises the question of 
whether the fact that insurance must be 
used to pay creditors rather than stockholders, 
if the corporation becomes insolvent, means 
that the economic benefit of the stockholders 
therefrom is not ‘‘unqualified.’’ In holding that 
a dividend had been received, the court and 
the cases it cited (the Casale case, cited at 
footnote 5, and others) did not discuss this 
question which is discussed in footnote 6. 
Some observations on the Sanders case in this 
regard are here appropriate. 

The stockholders in the Sanders case appar- 
ently did not argue that the economic-benefit 
theory could not apply where the benefits are 
conditional upon the continued solvency of the 
corporation. In view of the terms of the re- 
demption agreement, perhaps the argument was 
not made because the use of the insurance to 
redeem stock was not so conditioned. The 
terms possibly having this effect were: The 
premiums were required to be paid out of cur- 
rent earnings or surplus ‘‘so that rights of cor- 
porate creditors will not be prejudiced by use 
of corporate funds for payment of such pre- 
miums’’; the insurance policies were designated 
‘‘a special reserve’’ to enable the corporation to 
redeem stock; the corporation was to become 
the insurance beneficiary enabled to use the 
policies as it might decide if (perhaps only if) 
it was insolvent when a premium became due; 
and the duty of the corporation to redeem stock 
was expressly conditioned upon sufficient cor- 
porate surplus only as to redemptions with 
funds other than the insurance proceeds. In 
addition, the corporation distributed no divi- 
dends in the years it paid premiums. 

It should be recalled that in the Prunier case 
the agreement was that the insurance proceeds 
be paid to the corporation only for its use to 
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insurance funding stock-redemption agree- 
ments and of entering such agreements 
should be reconsidered. 


Future Arrangements 


It seems advisable that future agree- 
ments providing for the sale after death 
of stock owned in a close corporation be 
made between the stockholders only and 
be funded with life insurance on which the 
stockholders alone pay premiums and are 
the owners and beneficiaries, that is, that 
they be handled through “stockholder agree- 
ments” and “cross-insurance.”* Such an ar- 
rangement can be used, just like corporate 
insurance combined with a stock-redemp- 
tion agreement, to set a value for the stock 
which is binding for estate tax purposes 
and to avoid the practical problems that 
might arise if a stockholder should die at 
a time when no funded obligation to pur- 
chase his stock exists. Moreover, if the 
Prunier and Sanders cases should be nar- 
rowed to their peculiar facts, the insurance 
can be transferred to.the corporation in 
consideration for the premiums already 
paid without making the insurance proceeds 
subject to tax.’ 


(Footnote 7 continued) 
redeem stock, and, therefore, there is some 
slight chance that the proceeds would have to 
be so used even if received while the corpora- 
tion is insolvent. There are other similarities 
between the two cases. 

In the Sanders case, like in the Prunier case, 
the corporation was not expressly the benefi- 
ciary of the insurance on which it paid premi- 
ums. That is, in the Sanders case the insured 
stockholder had the power to name and change 
the beneficiary. The corporation was, how- 
ever, the owner of the insurance. Moreover, 
a beneficiary of the insurance could not receive 
the proceeds unless he in return transferred to 
the corporation the stcck owned by the insured 
decedent stockholder. 

In the Sanders case, again apparently like in 
the Prunier case, the price set for stock (the 
higher of its value, set out in the agreement 
and including the cash surrender value of all 
the insurance, or the amount of the insur- 
ance proceeds) required all the proceeds of the 
insurance to go to the representatives of the 
deceased stockholder, even if the stock owned 
by that stockholder had less value, and so 
after the redemption, the assets of the corpora- 
tion would be unincreased by the proceeds of 
the insurance. In each case the court empha- 
sized this point. It is a point, however, that 
leaves little room for solace in the usual situa- 
tion of a stock-redemption agreement funded 
with corporate insurance since such insurance 
very rarely is greater in amount than the 
redemption price. Moreover, it hardly seems 
advisable during this period of uncertainty to 
increase the amount of corporate insurance. 
See the discussion in the text after footnote 28. 

® Where the insurance premiums are small in 
amount and the stockholder does not control 
the corporation but is a key executive who 


672 


The salaries of the stockholders involved 
in stockholder agreements combined with 
cross-insurance could be increased so that 
they could pay the premiums on the insur- 
ance. The increase in salary would, of 
course, be taxable to the recipient, but, if 
the resulting total salaries are reasonable 
in size, the corporation could deduct the 
increase.” In addition, if the proceeds of 
the cross-insurance go to the surviving 
stockholders who use those proceeds to pay 
for the decedent’s stock, the survivors will 
pay no tax on those proceeds and will have 
a basis for the stock equal to its purchase 
price." Also, the representatives of a de- 
ceased stockholder could obtain at least 
the cash surrender value of the insurance 
covering the lives of other stockholders 
which the deceased owned because he paid 
the premiums. 


On the other hand, if premiums on corpo- 
rate insurance are taxable to stockholders 
under the Prunier and Sanders case doc- 
trines, then the corporation probably will 
receive no deduction with respect to the 
premiums it pays.” Moreover, since the 
corporation is to purchase the stock, the 
surviving stockholders probably will obtain 


demands a stock purchase after his death as 
part of his compensation, then, since a redemp- 
tion would probably not cause a tax upon the 
remaining stockholders because it would be for 
a substantial corporate purpose in addition to 
excluding outside interests, corporate insurance 
and a corporate agreement still seem appro- 
priate. See footnote 1 and discussion in the text 
after footnote 28. 

® See Code Sec. 101(a)(2)(B). Before any such 
transfer were made, consideration with a view 
to the then latest cases would have to be given 
to the several problems suggested herein in- 
cluding whether the fact that the stockholders 
were the first beneficiaries of the insurance, as 
they were in the Prunier case, could lead to 
the conclusion that the insurance was intended 
to benefit, or in fact would benefit, the stock- 
holders primarily. It seems doubtful, how- 
ever, that the fact that the stockholders were , 
at one time beneficiaries of the insurance will 
by itself be sufficient to bring this conclusion. 

” Of course, if the stockholders taxed on the 
increased salaries are in a tax bracket above 
52 per cent and the tax consequences of cross- 
insurance and corporate insurance plans are 
as assumed until recently, a cross-insurance 
plan would involve an immediate net tax loss 
over a corporate insurance plan even if the 
increase in salaries is deductible by the corpo- 
ration. But see the next two sentences of the 
text. 

™ See Code Secs. 101 and 1012. 

® Although there may be an argument in 
some situations that the premiums are also 
salaries (note that in the Prunier case they 
were called taxable income and not dividends), 
the corporation, as the owner of the insurance, 
may be the ‘“‘indirect’’ beneficiary so that Code 
Sec. 264 prevents it from deducting the 
premiums. , 
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no increase in the basis of stock held by 
them.” Also, the representatives of a de- 
ceased stockholder may not recover the 
cash surrender value of corporate insurance 
covering the lives of other stockholders 
unless his stock price, and thereby the 
required insurance and its premiums, are 
appropriately increased. (Moreover, if the 
surviving stockholders purchase the corpo-, 
rate insurance covering their lives, they 
would in effect pay part of the premiums 
of the insurance twice—once as a pro-rata 
part of the premiums paid by the corpora- 
tion and a second time through the purchase 
of the insurance.) 

Of course, after the death or other change 
in the stockholders covered by cross-insur- 
ance, a problem might arise in administer- 
ing the plan so as to avoid a tax upon the 
proceeds of the insurance.* In view of 
this problem, another possible alternative 
to a corporate insurance arrangement might 
be insurance policies owned by the corpo- 
ration on each of which the uninsured stock- 
holders are made beneficiaries while they 
live. In such an arrangement, the corpora- 
tion could change or add to the beneficiaries 
of the policies whenever necessary, probably 


without adverse tax consequences as to the 
proceeds of the insurance because of those 
changes.” 

Under this arrangement, the corporation 
probably could not deduct the premiums it 
pays.” Also, all stockholders might be taxed 
on those premiums ™ or the surviving stock- 
holders might be taxed on the proceeds.* 
In either case, the stockholders would have 
a basis for the stock they purchase. Pri- 
marily because of the risks with respect to 
the proceeds of the insurance, the arrange- 
ment does not seem advisable. 


Other alternatives with respect to future 
plans may be suggested, but some of these 
also seem inadvisable. 

It may be said that insurance should 
first be obtained by the corporation as key- 
man insurance and some time later a stock- 
redemption agreement entered in which 
the insurance is not mentioned. Part of 
the argument is that the use as key-man 
insurance indicates that the insurance was 
obtained and is paid for primarily for cor- 
porate purposes in that it is intended to 
tide the corporation over the death of a 
key executive and not to provide funds for 
the redemption of his stock. The argument 





4% If only the insured stockholder is taxed on 
the premiums of the insurance covering his 
life, as was done in the Prunier case (see foot- 
note 2), then it would seem that the stock- 
holders surviving an insured cannot increase 
the basis of their stock because of the tax treat- 
ment given the premiums. Where, on the other 
hand, the premiums on the insurance have been 
taxed to all stockholders pro rata, as was done 
in the Sanders case (see footnote 2), it may 
be argued that at least part of the premiums 
that were taxed to a stockholder surviving an 
insured should increase the basis of the stock 
he holds on the ground that it was the cost of 
making that stock controlling stock. Even if 
this argument is accepted, however, it seems 
almost impossible to determine the part of the 
premiums which should increase basis. But 
see footnote 31 and, on the other hand, the 
discussion in the text after footnote 32. 

4 See Harry S. Redeker, ‘‘Business Insurance 
Agreements—Entity Purchase versus Cross In- 
surance,’’ Proceedings of New York University 
Twelfth Annual Institute on Federal Taxa- 
tion (1954), pp. 675, 683, and Code Sec. 101 
(a)(2). Insurance can be transferred to the 
insured without bringing a tax upon its pro- 
ceeds, but a problem may be raised by other 
types of transfers. 

% See Proposed Regs. Secs. 1.101(b)(2) and 
1.101(b) (3), Example 6. 

16 See Code Sec. 264. Even if the premiums 
are not dividends but are any other type of 
taxable income to the stockholder, under Sec- 
tion 264 the corporation would seem to be at 
least indirect beneficiary of the insurance, 
where it has the right to change.the beneficiary, 
and, therefore, probably could not deduct the 
premiums. 

™See the Sanders case. The arrangement 
suggested goes beyond the facts in that case 


Stock-Redemption Agreements 


in so far as ultimate benefit to the stockholders 
is concerned since, in the arrangement sug- 
gested, surviving stockholders and not the 
corporation would receive the stock of a de- 
cedent and so would clearly have a basis for 
that stock. Since the arrangement described 
benefits all stockholders, the fact that the cor- 
poration could change the beneficiary of a 
policy does not seem material in determining 
the taxable treatment to be given the premiums 
if the Prunier, Sanders and Casale cases are 
good law. The same seems true about the fact 
that the corporation is the owner of the policy. 
See footnote 6. 

% Where for some reason the premiums are 
not held to be taxable income to the stock- 
holders, the approach of the Tax Court might 
be that the proceeds of the insurance are divi- 
dends. See Thomas F. Doran, CCH Dec. 21,738 
(M), 15 TCM 629 (1956), rev'd on this point, 
57-2 ustc {§ 9822 (CA-9). Note, however, that 
there the Tax Court said that the proceeds 
were payable first to (the agent of) the corpo- 
ration which in turn handed them over to the 
stockholders and that, therefore, the Tax Court 
doctrine may not apply where the stockholders, 
as beneficiaries, receive the insurance proceeds 
directly from the insurance company. But the 
Ninth Cireuit decision in the case that the pro- 
ceeds were not dividends because the corpora- 
tion had no interest in the insurance may imply 
that, where the corporation retains an interest, 
the insurance proceeds can become dividends. 
See Golden v. Commissioner, 40-2 ustc { 9565, 
113 F. (2d) 590 (CCA-3). There the court held 
that since the corporation held an interest in 
the policy until the death of the insured stock- 
holder, dividends resulted from the proceeds 
of the insurance being paid to stockholders 
after that death. See also discussion in text 
after footnote 32. 
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that key-man insurance in a close corpo- 
ration always is obtained primarily for the 
benefit of the corporation was apparently 
rejected, however, by the Tax Court in the 
Emeloid case, where key-man insurance was 
obtained first and four years later tied in 
with a stock-redemption agreement. The 
Tax Court, referring to the redemption 
agreement as the trust arrangement, said: 


“It may be noted that the trust arrange- 
ment was not indispensable to the insur- 
ance-stock purchase scheme worked out by 
Leeds and Madan. The trust provisions 
simply bring into clearer focus the real 
purpose of the insurance. Without the trust, 
the survivor of Leeds and Madan at the 
death of his associate could have caused 
petitioner to apply the proceeds of the 
policies on the decedent’s life to retire the 
stock owned by the decedent. Since retire- 
ment of the decedent’s one-half of the 
common stock would leave the survivor as 
sole owner of all the outstanding common 
stock, the net effect would be to give him 
as full ownership and control as though 
he had purchased the decedent’s stock 
directly from the decedent's estate. The 
only advantage of the trust arrangement 
was that Leeds and Madan could thereby 
agree in advance to the price at which the 
decedent’s shares would be purchased and 
thus obviate the possibility of any bargain- 
ing difficulties between the survivor and 
the decedent’s estate.” ” (Italics supplied.) 


This dictum seems to indicate that the 
problem of the purpose for which key-man 
insurance is intended presents a question 
of fact and that all relevant circumstances, 
including whether the insurance is expressly 
tied in with a stock-redemption agreement, 
will be considered in determining that ques- 
tion. The Tax Court in the Emeloid case 
considered in this regard a recital in the 
stock-redemption agreement that the insur- 
ance had been obtained to be used to re- 
deem stock and the fact that each common 
stockholder was covered by the insurance. 
On the other hand, where, for example, 
one key executive is covered by key-man 
insurance and he is not a controlling stock- 
holder, there is perhaps some support for 
the conclusion that the insurance is genuinely 
key man even where a stock-redemption 
agreement exists with respect to the stock 


owned by the executive. (Because of the 
presumption of correctness allowed a finding 
of fact by the Treasury, the burden of proof 
with respect to the purpose of insurance 
would probably be placed upon the tax- 
payer ordinarily.) 

It may be argued, however, that even 
if it is found that insurance is intended 
to provide funds sufficient to enable the 
corporation to redeem stock, this intent, 
the existence of the insurance at the same 
time as a stock-redemption agreement and 
even some tie-in between the insurance and 
the agreement are not enough, under the 
doctrines of the Prunier and Sanders cases, 
to tax stockholders on premiums if the 
insurance is not expressly earmarked as a 
fund from which redemptions are to be 
made. Even if the decisions in the Prunier 
and Sanders cases are good law, the argu- 
ment has validity under two possible inter- 
pretations of those cases. (1) The cash 
surrender value and the proceeds of the 
insurance there were in no event available 
to corporate creditors since the insurance 
was earmarked as a fund from which re- 
demptions were to be made pursuant to the 
stock-redemption agreement.” (2) Even if 
this earmarking did not exclude corporate 
creditors from all rights with respect to 
the insurance and its proceeds, it did give 
representatives of deceased stockholders 
equitable rights to the insurance proceeds 
if they should be received by the corpo- 
ration while solvent. 


On the other hand, the Prunier and San- 
ders cases may go beyond the interpretations 
just given. 

It is true that in both cases representa- 
tives of deceased stockholders seem, at the 
very least, to have equitable rights to insur- 
ance proceeds received by the corporation 
while solvent. Moreover, the existence of 
such rights may be the reason why the 
court in the Prunier case found that the 
stockholders were “beneficiaries” of the in- 
surance,” and the court in the Sanders case 
found that the stockholders received “con- 
structive” dividends as the insurance premi- 
ums were paid.” 


Both courts, however, placed considerable 
emphasis upon the fact that the existence 
of the insurance and the stock-redemption 
agreement assured the stockholders both a 





“The Tax Court in equating a corporate 
purchase with a stockholder purchase seems to 
have overlooked the fact that, if a stockholder 
rather than the corporation buys the stock, then 
the purchased stock is more valuable because 
the corporate assets have not been decreased 
by the purchase. 
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* See footnotes 6 and 7 and note that there 
is substantial doubt as to the accuracy of this 
conclusion, especially as to the Prwnier case. 

™ See footnote 4. 

2 See footnote 7. 
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market for their stock at a fixed price and 
the ability to keep outsiders from obtaining 
an interest in the corporation. It may well 
be, therefore, that the theory of these cases 
is that when the cost of this assurance is 
borne by the corporation in the form of 
premiums on insurance, then those premi- 
ums are an accurate measurement of the 
benefits and income thereby received by the 
stockholders. Ordinarily, moreover, this 
assurance is obtained whether or not the 
stockholders have equitable rights with 
respect to the insurance proceeds. 


Thus, where such equitable rights exist, 
the representatives of a deceased insured 
stockholder may perhaps temporarily en- 
join the’ corporation while solvent from 
using the insurance proceeds for a purpose 
other than to purchase the stock of the 
decedent. Similarly, however, the insurance 
proceeds, without the equitable rights, as- 
sure those representatives that the corpo- 
ration while it is solvent will have a source 
of funds to pay the agreed price for this 


stock.* Also, especially where the deceased 
was a 50 per cent or controlling stock- 
holder, there is frequently as much ad- 
vantage to the surviving stockholders of a 
corporation as to the representatives of 
the deceased in having the corporation 
comply with its obligation to purchase the 
stock held by those representatives. This 
point is illustrated by the Sanders case 
where the court, rather than having taxed 
only the insured stockholder on the premi- 
ums paid by the corporation on the insurance 
covering his life, taxed all the stockholders 


*%* Moreover, there may well be remedies avail- 
able to representatives of a deceased stock- 
holder whereby in some situations they might 
prevent a corporate use of funds even if they 
have no equitable rights with respect to the 
insurance proceeds. 

It may be argued, on the other hand, that 
there can be a severance of the corporation's 
control over the future proceeds of insurance 
sufficient to cause premium payments to be 
current income to stockholders only where 
representatives of a deceased stockholder have 
at least equitable rights to those proceeds. See 
Morton Levine, ‘‘More on Casale: decision was 
wrong because there was no severance of cor- 
porate property,”’ 6 Journal of Tazation 289 
(1957). But the Prunier and Sanders cases may 
mean that the premiums are income to stock- 
holders under a different doctrine—the doctrine 
that the premiums measure the current benefit 
and income to the stockholders from the insur- 
ance and the corporation's promise to buy 
stock. See discussion in text after footnote 
22. 

*%*See footnote 2. The result in the Prunier 
case of taxing only an insured stockholder on 
the premiums of the insurance covering his 
life may illustrate the approach that the pre- 
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pro rata on all the premiums paid by the 
corporation on stockholder life insurance.” 


It may well be, therefore, if the Prunier 
and Sanders cases are good law, that where 
it is found that key-man insurance is in 
fact intended to provide a close corporation 
with funds sufficient to enable it to comply 
with its obligations to insured stockholders 
under a stock-redemption agreement, the 
premiums on that insurance will be treated 
as income to stockholders as paid regard- 
less of the extent of tie-in, if any, between 
the insurance and the agreement. 


Indeed, even where key-man insurance 
exists without a stock-redemption agree- 
ment but is intended to supply funds 
sufficient to enable a close corporation to 
redeem stock, it may be argued that, in 
view of the last-quoted dictum of the Tax 
Court in the Emeloid case, the premiums 
paid for that insurance should be taxed 
to stockholders. This argument seems un- 
likely to prevail as a general proposition, 
however, because in a corporation not 
bound to purchase a decedent’s stock that 
has two or more stockholders who are not 
close relatives, there is a substantial pos- 
sibility that the insurance may not be used 
as intended because of, for example, bargain- 
ing difficulties with respect to price.” 


Not only does key-man insurance present 
a risk in some situations, but a stock redemp- 
tion also does. The problem of the tax 
consequences resulting from a stock re- 
demption by a close corporation should be con- 
sidered first with respect to the persons 
whose stock is redeemed and next with 
respect to the other stockholders. 


miums are the correct measure of the benefits 
provided that stockholder by the insurance 
while the insurance proceeds or the redemption 
price is the correct measure of the benefits 
provided the stockholders who survive the in- 
sured. See discussion in text after footnote 
32. 

*% These possible difficulties generally create 
more uncertainty with respect to the culmina- 
tion of an intent to redeem stock than does 
the possible future insolvency of the corpora- 
tion, See footnote 6. It should be noted that 
the Tax Court in the Hmeloid case did not 
decide that the mere intent that key-man insur- 
ance ultimately be used to redeem stock is 
sufficient to cause the premiums on that insur- 
ance to be taxed to stockholders. Moreover, 
that conclusion is contrary to accepted tax law 
concepts, such as (1) a bona-fide business cor- 
poration is a separate entity from its stock- 
holders and, therefore, might not ultimately 
act as they presently intend unless contrac- 
tually bound to do so; and (2) no present 
income is realized by a person who receives a 
conditional promise of future benefits. (The 
condition here would be that an agreement be 
reached after the death of a stockholder with 
respect to the terms of sale of his stock.) 
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Where a stock redemption qualifies under 
Code Section 302(b)(2), (3) or (4) or Code 
Section 303, it seems that there can be no 
dividend consequences to the persons whose 
stock is redeemed. Even if at the time of 
redemption each such person is considered 
as the “beneficiary” of the insurance under 
the doctrine of the Prunier case (see foot- 
note 4), the insurance proceeds would not 
be taxable to him because he is “bene- 
ficiary” only for the purpose of having his 
stock redeemed, and Sections 302 and 303 
apply to stock redemptions.” 


It may be argued, on the other hand, 
that where the corporation owns insurance 
covering the lives of stockholders and the 
stock-redemption price it pays includes a 
pro-rata part of that insurance, then that 
price should be divided into two parts. 
One part, the argument continues, may 
qualify under Sections 302(b) (2), (3) or (4), 
or 303, and the other part may be dividend 
because it is a pay-out on insurance obtained 
primarily to benefit stockholders when their 
stock is redeemed.” This argument seems 
unlikely to prevail for several reasons. 


There seems to be no reason to apply 
it to insurance accumulated and thereby 
resulting in an increase in a stock-redemp- 
tion price while it is not applied to other 
corporate assets accumulated with the same 
result. Moreover, the courts in the Prunier 
and Sanders cases did not consider the 
insurance important because its accumula- 
tion would per se affect the size of stock- 
redemption prices. On the contrary, in each 
case the court seems rather to have con- 
sidered the certainty of ultimate stock 
redemption provided by insurance as an 
important factor. If, on the other hand, 
certainty of a high redemption price be- 


comes the key consideration for stockholders, 
they might not have their corporation invest 
in insurance and might instead cause it to 
invest in other assets. In any event, the 
tax penalty with respect to corporate ac- 
cumulations in such investments is provided 
by the surtax imposed by Code Section 531 
and not by the means here discussed.” 


With respect to the stockholders of a 
close corporation who are left in control 
after a stock redemption, there are several 
approaches that might be taken to tax them 
on account of the redemption. 


It may be said that the redemption bene- 
fits and results in a dividend to the remain- 
ing stockholders merely because it makes 
unnecessary the use of their own property 
to obtain control of the corporation, By 
implication at least, this argument has been 
rejected by the Tax Court in the Edenfield 
cate”? 

In the Edenfield case, a 100 per cent 
stockholder, in order to get what it con- 
sidered full consideration for its stock, 
sold part to the corporation and part to 
outsiders. Thus, the case does not involve 
stockholders who in order to retain control 
of a close corporation arrange in effect that 
the corporation should redeem its stock 
from the profits it earns while they are 
stockholders. Moreover, if while a corpo- 
ration has earnings and profits, it distrib- 
utes funds to a group of stockholders in 
order to enable them to purchase the 
stock of a deceased stockholder, the funds 
clearly are dividends.” Finally, dictum in 
the Sanders and Prunier cases may indicate 
that the courts will treat at least some 
stock redemptions by close corporations as 
being in effect a distribution by the cor- 
poration to the stockholders who thereby 





% The Golden case, cited at footnote 18, does 
not lead to a contrary conclusion because, 
among other reasons, there the insurance pro- 
ceeds went to stockholders without any stock 
redemptions to which the rule codified in Sec- 
tion 302 could apply. 

7 See Regs. Sec. 1.301-1(1). 

* With respect to corporate accumulations, 
see discussion in text at footnote 36. 

Of course, where Code Secs. 302(b)(2), (3) 
or (4) or 308 do not apply to the redemption, 
then it may result in a dividend to the repre- 
sentatives of the deceased stockholder. See 
Rev. Rul. 56-103, and note the effect there of 
the application of ‘‘attribution’’ rules. Query, 
however, whether the application of the doc- 
trine of the Prunier or Sanders cases to tax the 
decedent on insurance premiums means that 
the redemption of his stock cannot result in a 
dividend tax on the amount of the redemption 
price equal to the insurance proceeds. Or does 
the stockholder tax on premiums. result from a 
benefit to him different from the one derived 
from redemptions? 
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” Ray Edenfield, CCH Dec. 19,236, 19 TC 13 
(1952), acq., 1953-1 CB 4. Here the stockholders 
who obtained control of the corporation because 
of its redemption of stock were willing to pay 
only a fixed amount for stock and, therefore, 
the seller of its own volition first sold some 
stock. to the corporation. There are perhaps 
some indications of a change of heart by the 
Tax Court. In Louis H. Zipp, CCH Dec. 22,358, 
28 TC —, No. 32 (1957), the court held that the 
remaining stockholders had received a dividend 
equal to the entire price paid by the corpora- 
tion for the stock of a retiring stockholder 
although the corporation retained, and did not 
surrender to the remaining stockholders, part 
of that stock. See also the Tax Court opinion 
in Thomas F. Doran, cited at footnote 18, 
where, however, the Tax Court said that the 
proceeds of the insurance were paid first to 
(the agent of) the corporation and then by it 
to surviving stockholders who next purchased 
the stock of the decedent. 

%® See the Tax Court opinion in Thomas F. 
Doran, cited at footnote 18. 
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remain in full control of the corporation. If 
a redemption is so treated, then it would 
seem that it will increase the basis of the 
stock owned by the persons retaining con- 
trol of the corporation because of the 
redemption. 


The court in the Sanders case said that 


both the corporation and_ stockholders 
would benefit from the contemplated stock 
redemptions. The same statement may be 
made about nearly all corporate activities. 
Therefore, one possible reason there for 
treating the payment by a close corporation 
of premiums on stock-redemption insurance 
differently from other corporate activities 
may be that stock redemptions in close 
corporations benefit the corporation only 
through benefiting the stockholders, rather 
than vice versa.” 


The majority opinion in the Prunier case 
said that the record showed no benefit to 
the corporation from the contemplated re- 
demption of the stock held by the insured 
stockholders. The majority also concluded 
that the stockholders, rather than the cor- 
poration, were the “beneficiaries” of insur- 
ance intended as a source of funds for the 
contemplated stock redemptions. 

These conclusions as to the facts in the 
Sanders and Prunier cases may mean that 
a stock redemption by a close corporation 
will be treated as resulting in a dividend 
to the remaining stockholders arranging 
the redemption, whether or not the redemp- 
tion is made pursuant to a stock-redemption 
agreement or supported by insurance. 

Where in a close corporation there is a 
stock-redemption agreement supported by 
insurance, the risk that the entire redemp- 
tion price will be taxed to the remaining 
stockholders seems much greater if the 
premiums paid on each policy have not 
been taxed to stockholders or have been taxed 
only to the insured stockholder.” If the premi- 





ums on each policy were taxed to all stock- 
holders, as was done in the Sanders case, then 
to the extent that the redemption price equals 
the insurance proceeds, the stockholders re- 
taining control of the corporation have 
already been taxed for the benefits they 
derive from the redemption. Where, as was 
done in the Prunier case on the other hand, 
only the insured stockholder is taxed on 
the premiums paid upon the insurance cov- 
ering his life or where the premiums have 
not been taxed to any stockholder, then, 
of course, the stockholders remaining after 
a redemption have never been taxed on 
account of the benefits accruing to them 
because of the redemption and they may, 
as a result, be taxed on the full redemption 
price. Indeed, the Prunier case, where only 
the insured stockholder was taxed on the 
premiums of the insurance covering his life, 
may mean that, in so far as stockholders 
retaining control of a close corporation 
because of a redemption are concerned, the 
insurance proceeds or the redemption price 
are the correct measurement of the benefits 
and dividends given them by the redemption. 


It may be argued, however, that even in 
close corporations stock redemptions have 
the corporate purpose of retaining har- 
monious corporate management and, there- 
fore, cannot be considered as resulting in 
dividends to the stockholders remaining 
afterwards. On the other hand, at least the 
Sanders case (see footnote 31) may indicate 
that this corporate purpose for a redemption 
will not prevent stockholders from being 
taxed on account of the benefits which they 
derive from the redemption. 


It also may be argued that since a 
redemption of stock by a close corpora- 
tion benefits both the owner of the stock 
and the remaining stockholders, it is unfair 
to tax the entire amount of the redemption 
price, or of the corporate insurance sup- 





%1 See the argument of the Treasury in the 
Sanders case quoted in Albert Mannheimer and 
Joel Irving Friedman, ‘‘Stock-Retirement Agree- 
ments—The Prunier and Sanders Cases,’’ 35 
TAXES 567, 569 (August, 1957): ‘Although 
continuity of management can be considered 
a benefit to the corporation, it is an advantage 
that flows to the corporation as an incidental 
result of the Stock Purchase Agreement. Rec- 
ognizing that continuity is an incidental benefit 
to the corporation, the stockholders actually are 
the ultimate, beneficiaries. In a small, closely 
held corporation, especially where a _ single 
family owns the overwhelming majority of the 
stock, the light should be permitted to shine 
through and the actualities of the transaction 
examined. Paramount-Richards Th., Inc. v. 
Commissioner, supra; Casale v. Commissioner, 
supra.”’ 
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The cited article argues that a stock redemp- 
tion does not result in dividends to those whose 
stock is not redeemed. 

% The theory of the Golden case, cited at foot- 
note 18, might, for example, be applied to the 
remaining stockholders when the redemption 
takes place on the ground that it is at that 
instant of time that the corporation loses, and 
those stockholders gain, all rights to the insur- 
ance. The reversal by the Ninth Circuft-of the 
decision of the Tax Court in Doran, cited at 
footnote 18, is not inconsistent with this result. 
The implication of the opinion of the Ninth 
Circuit is that the premiums on the insurance 
there in question were taxable to the stock- 
holders when paid. Although the Ninth Circuit 
did not discuss this point, it may follow for 
that court that, if the premiums were not so 
taxable, the insurance proceeds used to redeem 
stock might be. 
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porting it, to the remaining stockholders. 
It may be further argued that this result 
is justified only if the stock-redemption 
price excludes insurance so that the stock 
of the remaining stockholders is made more 
valuable, by the amount of the insurance 
proceeds, than it would be if there were 
no insurance and there were a redemption. 
The answer to these arguments is twofold. 


The Tax Court has already taxed all in- 
surance proceeds to the stockholders remain- 
ing after those proceeds were used to pur- 
chase the stock of a deceased stockholder.” 
It seems, moreover, that the value of stock 
remaining outstanding after a redemption is 
immaterial from the point. of view of the 
tax consequences of the redemption to 
stockholders because this value depends, in 
part, upon the corporation’s assets and they 
can have no tax consequences to stockholders 
until a distribution, constructive or other- 
wise, is made of them.” 


The foregoing shows that the dicta of 
the Prunier and Sanders cases indicate that 
stock redemptions by a close corporation 
may result in dividends to the remaining 
stockholders. Some contemplated future 
stock-redemption plans may also present 
problems under other doctrines. 


There might be a stockholder agreement 
requiring only the surviving stockholders 
to purchase the stock owned by a decedent, 
but the corporation might make the redemp- 
tion. The rationale causing the surviving 
stockholders to be taxed here, besides the 
ones discussed above, could be that the 
corporation, to the extent that it buys stock, 


*% See the Tax Court opinion in Thomas F. 
Doran, cited at footnote 18. Of course, there 
the Tax Court interpreted the situation as one 
where the corporation paid the insurance pro- 
ceeds to the remaining stockholders. It is 
being suggested in the text, however, that this 
interpretation may be applied to other factual 
situations. 

% Thus, for example, even if the stockholders 
retaining control of a corporation after a re- 
demption are considered as exchanging their 
old stock for more valuable stock, there are no 
tax consequences to them. See Code Sec. 1036 
saying that no gain or loss shall be recognized 
upon the exchange of common stock for com- 
mon stock of the same corporation. 

*® See Rev. Rul. 54-458, 1954-2 CB 167, and the 
comments thereon in Albert Mannheimer, ‘‘In- 
surance to Fund Stock-Retirement and Buy-and- 
Sell Agreements,’’ 29 Taxes 393, 403 (May, 
1951). The same rationale may be applied to 
tax the corporation where it has the obligation 
to purchase stock and instead the stockholders 
do so. Query, however, whether this rationale 
can apply to the corporation where its redemp- 
tion of stock would, under the Prunier or 
Sanders case doctrines, be considered as result- 
ing in dividends to the stockholders. 
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is reducing the obligation of the survivors 
to buy. Moreover, the same rationale would 
seem applicable where the stockholder agree- 
ment requires the surviving stockholders 
to buy any stock not purchased by the 
corporation, and the corporation purchases 
some of the stock of the decedent.” 


Not only do stock redemptions by a 
close corporation present tax problems, but 
accumulations for that purpose by such a 
corporation also do. 


lf a contemplated redemption of stock 
by a close corporation is considered as 
intended to benefit stockholders primarily, 
then accumulations by such a corporation 
for a redemption probably would not be for 
the “reasonable needs” of the business and, 
therefore, may be subject to the accumu- 
lated earnings penalty surtax of Section 
531 of the Code.” 


Changes 
in Previously Created Arrangements 


Where a close corporation already owns 
insurance funding a stock-redemption agree- 
ment, some might say that precautionary 
steps should be taken until the meaning 
of cases like Prunier, Sanders and Pelton 
Steel (cited at footnote 36) becomes clearer. 
Precautions like reciting corporate benefits 
in the stock-redemption agreement, avoid- 
ing an express tie-in of that agreement 
with the insurance, reciting that the in- 
surance is subject to corporate creditors 
whenever the corporation has no surplus 
and not setting a stock price equal to the 


%* Thus, in Hedberg-Freidheim Contracting 
Company, CCH Dec, 22,071(M), 15 TCM 1433 
(1956), where a question in issue was whether 
the accumulation of surplus by a corporation 
in order to redeem stock of one of two 50 per 
cent stockholders was an accumulation to pro- 
vide for the ‘‘reasonable needs’’ of the corpora- 
tion, the court held the accumulation not to be 
so justified and in effect said that an accumu- 
lation to redeem the stock of a 50 per cent 
stockholder should be distinguished from an 
accumulation to redeem the stock of a dis- 
gruntled minority stockholder who actually is 
threatening to disrupt the management policies 
of the corporation. In addition, in Pelton 
Steel Casting Company, CCH Dec. 22,344, 28 TC 
—, No. 20 (1957), the Tax Court again held an 
accumulation to redeem stock of controlling 
stockholders was not intended to provide for 
the ‘‘reasonable needs’’ of the corporation and 
distinguished accumulations to redeem the stock 
of disgruntled minority stockholders. 

If the stockholder whose stock is redeemed is 
not a controlling stockholder and is a key ex- 
ecutive, however, it might be that the redemp- 
tion of his stock is part of his compensation 
plan and, that, therefore, accumulations for 
such a redemption are for the “reasonable 
needs’ of the company. 
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insurance proceeds (see footnote 7) might 
not be decisive with respect to avoiding a 
tax on stockholders as to the insurance 
premiums.” A precaution that might be 
decisive in that respect is the abandonment 
of the stock-redemption agreement (in so 
far as it requires the corporation to redeem 
stock of a deceased stockholder).* To the 
extent that a step reduces the risk of a 
tax on stockholders as to the insurance 
premiums, however, it seems to increase 
the ordinarily more important risk, where 
it exists, of the redemption resulting in a 
tax upon the stockholders remaining there- 
after.” Ordinarily, moreover, both risks 
can be avoided only through a transfer 
of the insurance to stockholders and through 
a substitution for the corporate agreement 
of a stockholder agreement, that is, through 
cross-insurance and a stockholder agree- 
ment. 

However, in view of the present uncertain 
state of the law, the administrative desir- 
ability of avoiding transfers back and forth 
of insurance and the possibility that such 
transfers might result in future adverse 
inferences with respect to the primarily 
corporate benefit to be derived from the in- 
surance, it seems advisable at this stage to 
avoid transfers of insurance by the corpora- 
tion even if they might be made without 
imperiling the exclusion of the insurance 
proceeds from taxable income.” 


Conclusions 


At least until certainty replaces uncer- 
tainty, future arrangements should involve 
cross-insurance and stockholder agreements 
rather than corporate insurance and stock- 
redemption agreements. Where stockhold- 
ers are taxed at rates lower than 52 per 
cent and the total salaries paid them are 
deductible, then even if the tax consequences 
assumed until recently result, cross-insur- 
ance and stockholder agreements are more 
advantageous taxwise. With higher-bracket 
taxpayers, however, the opposite is true, 
but the tax consequences possibly implied 
by the Prunier and Sanders cases are for 
such stockholders sufficiently serious to 
make inadvisable at this time corporate 
insurance and stock-redemption agreements. 
It would seem, therefore, that attorneys, 
insurance men. and others should be con- 
sidering the administrative problems of 
cross-insurance and their solution, perhaps 
by trust or other devices. 


As to existing stock-redemption agree- 
ments and corporate insurance plans, a 
Wait-and-see attitude at this time seems 
advisable. In view of the thousands of such 
plans now in existence, it may well be that 
the courts and the Treasury, even if they 
follow the implications of the Prunier and 
Sanders cases, will seek methods of applying 
new doctrines prospectively only. 


{The End] 


SONG OF THE BARE-FACED TAX FRAUD 


A colleague of “Seminole Sam” 
broke the rule about the mails having 
to go through and got a check for 
$500 from the Treasury for doing it. 


Lovell I. MacKenzie, superinten- 
dent of the College Park Station of 
the Detroit post office, received the 
award for nipping an alleged $250,000 
income tax refund fraud scheme. About 
the time tax refund checks began to 


% See discussion in text around footnote 24. 

% Of course, this approach may result in es- 
tate tax valuation problems as well as practical 
difficulties in bargaining in the absence of a 
binding obligation to buy a decedent's stock 
at a fixed price, It is presented, therefore, as 
a possibility for situations involving stock- 
holders who otherwise might, under the Prunier 
and Sanders case doctrines, receive substantial 
current income at extremely high tax rates 
(see footnote 2). 

As indicated in the text, the approach reduces 
the risk of the insurance premiums’ being con- 
sidered income to stockholders as paid. See 
discussion in the text immediately preceding 
footnote 25; see also footnote 25. The approach 
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arrive, MacKenzie noticed that several 
different change-of-address notices re- 
ceived at his station all requested that 
mail be forwarded to the same new 
address. He notified internal revenue 
intelligence agents, who turned up 70 
apparently fraudulent income tax re- 
turns. Refunds were stopped, and two 
brothers are under indictment in the 
case. 


perhaps also reduces the risk with respect to 
the Sec. 531 peralty surtax by making avail- 
able the argument that the insurance is being 
accumulated for reasons other than future re- 
demptions of stock. This latter risk, however, 
does not seem substantially reduced, if the 
Peiton Steel case (cited at footnote 36) is good 
law, where it appears that the key-man insur- 
ance is intended to be used for the redemption 
of stock and that the redemption is not part of 
the compensation plan of a key executive. See 
the last paragraph of footnote 36. 

%® See discussion in text around footnote 32; 
but see footnote 8. 

# See Code Sec. 101(a)(2)(B). 





The unratified tax treaty which has been signed with Austria is 

quite similar to other tax agreements we have signed recently with foreign 
countries. In this article, Mr. Weissbarth touches on the treatment 

which will be afforded dividends, interest, patent royalties and copyrights, 
income from real property, compensation for personal services, death duties, and 
other forms of income which may be derived from foreign sources. 


The New Income Tax Conventio 


CONVENTION between the United 

States of America and the Republic 
of Austria for the avoidance of double taxa- 
tion with respect to taxes on income was 
signed in Washington on October 25, 1956. 
It will take effect retroactively—as of Janu- 
ary 1 of the year in which it will be ratified. 
The Senate ratified the treaty for the United 
States on August 8, 1957. 


Though this convention follows very 
closely the pattern of other recent United 
States tax conventions, notably those with 
Switzerland, the Netherlands and Germany, 
it deserves comment, as will be seen. 


The convention refers to the United States 
federal income taxes, including surtaxes. 
On the part of Austria, the treaty covers 
their income tax (Einkommensteuer), cor- 
poration tax (Koeperschaftsteuer), and hous- 
ing reconstruction and family allowance 
contribution (Beitrag vom Einkommen zur 
Foerderung des Wohnbaues un fuer Zwecke 
des Familienlastenausgleiches.) Our state and 
local taxes, as well as taxes levied by the 
Austrian Bundeslaender and municipalities, 
remain unaffected by the new treaty. 


At the outset, it cannot be emphasized 
strongly enough that the new treaty affords 
protection and benefits only to those United 
States citizens and residents who sell goods 
to, own property in or derive income from 
sources in Austria, without having a resi- 
dence or a “fixed place of business” in that 
country. A United States citizen who estab- 
lishes his residence or a fixed place of 
business in Austria will be fully taxable 
there, irrespective of the treaty, as if he 
were a citizen of Austria. Likewise, an 
Austrian who becomes a resident of the 
United States will be taxed irrespective of 
the new treaty, just as if he were a resident 
United States citizen. 

By the same token, treaty benefits other- 
wise available to a commercial enterprise 
will be lost if, for example, a United States 
corporation maintains in Austria a “perma- 
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nent establishment,” as defined in Article II. 
Accordingly, the treaty definition of the 
term “permanent establishment” merits special 
attention. It means “a branch office, factory, 
workshop, a warehouse, a merchandising 
establishment, a mine, oil well . . ., a 
construction or assembly project or the like, 
the duration of which exceeds or will likely 
exceed twelve months, or other fixed place 
of business.” 


Looked at from this side of the Atlantic 
then, any American enterprise which main- 
tains such place of business in Austria will 
not only be deprived of all treaty benefits 
with respect to interest, dividends, rents 
and royalties, but in addition such estab- 
lishment would become fully taxable in 
Austria, like any other Austrian domestic 
entity. This is so because pursuant to 
Article III, profits derived by an entity of 
a treaty country from the sale of merchan- 
dise in the other treaty covntry would become 
taxable there, if a permanent establishment 
is maintained by the seller. 


The American exporter should exercise 
great caution in drawing up agency agree- 
ments with his representative in Austria. 
For instance, a United States enterprise 
which ships goods to Austria for sale there 
through a commission agent, broker or 
other independent representative, will not 
be taxed in Austria on the profits arising 
from such sales. If, however, the agent has 
full power to negotiate and conclude con- 
tracts on behalf of his American principal 
and if he regularly exercises such authority 
in Austria or has a stock of merchandise 
owned by his principal from which he regu- 
larly fills orders, then his principal will be 
deemed to maintain a permanent establish- 
ment in Austria. Under Article III, such 
permanent establishment will subject the 
principal’s profits on such sales to the taxes 
imposed on comparable Austrian enterprises. 


Conversely an Austrian entity would be 
taxed like any comparable domestic enter- 
prise, if it maintains in the United States a 
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“permanent establishment” or if business is 
carried on through a resident broker or 
agent having full power for concluding 
transactions for the account of his principal 
in Austria. 


Methods of Avoiding Double Taxation 
as to Nonresidents 

To avoid double taxation, tax conven- 
tions generally utilize three devices: (1) 
exemption from taxation of income flowing 
from specified sources, for example, interest 
on bonds, notes, debentures, not secured by 
a mortgage; (2) taxation of certain types 
of income at reduced rates, for example, 
dividends; (3) granting of credit for taxes 
paid in one of the convention countries. 

These time-honored techniques were used 
in the new United States-Austrian conven- 
tion. However, for the sake of clarity, the 
application of these techniques will be dis- 
cussed in this article mainly in so far as they 
affect United States citizens and residents, 


Ships and Aircraft 


Article V exempts from taxation, in each 
of the two countries, profits from operations 
of ships and aircraft realized by an entity 
of the other country. 


Dividends; Interest 

Austria levies as an income tax a 15 per 
cent “capital returns tax” on dividends and 
other receipts from participation in Aus- 
trian companies. With respect to dividends 
flowing from Austria to a stockholder in 
the United States, this rate is reduced to 
one half. However, Article VI stipulates 
that if the stockholder is a United States 
parent corporation owning at least 95 per 
cent of all voting stock of the Austrian 
payor, the tax to be withheld shall not 
exceed 5 per cent. Conversely the 30 per 


Tax Convention 


cent United States tax on dividends flowing 
to a citizen or resident of Austria will be 
reduced to 15 per cent, and if an Austrian 
parent corporation should own 95 per cent 
or more of the voting stock of a United 
States subsidiary, the tax to be withheld in 
the United States on such intercorporate 
dividends would be not more than 5 per 
cent. The reduced rate is denied if the 
relationship of the two corporations has 
been arranged with the primary intention of 
tax avoidance. 


Article VII provides that Austria will not 
levy its aforesaid tax on the return of capi- 
tal or any other income tax on interest paid 
by an Austrian debtor to a resident or cor- 
poration of the United States, provided the 
latter has no permanent establishment in 
Austria. This waiver applies only to interest 
“not exceeding fair and reasonable con- 
sideration of indebtedness.” Interest on 
debts secured by mortgages is excluded 
from this privilege. 

Pursuant to Article XIV, dividends and 
interest paid by a corporation in one of the 
contracting countries shall be tax exempt 
in the other, if the recipient is a nonresident 
alien or a foreign corporation. 


Patent Royalties and Copyrights 


Article VIII states that consideration for 
the right to the use of copyrights, trade-marks 
and patents shall be taxable only in the 
country of the recipient’s residence (pro- 
vided he does not maintain a permanent 
establishment in the other contracting country). 

The right to levy a tax at the source, which 
right was generally exercised by compelling 
the licensee to withhold, for his government, 
a certain percentage of royalties due to the 
foreign licensor, was waived. 


Motion Pictures 


With respect to rent due on motion pic- 
tures, a special rule was adopted in Article 
VIII(2), which says that the tax on these 
rentals shall be 50 per cent of the statutory 
rate or 10 per cent of the amount of such 
rentals, whichever is less. 


Income from Real Property 


Article IX(1) stipulates: “Income from 
real property (including gains derived from 
the sale or exchange of such property and 
interest on mortgages secured by such prop- 
erty) and royalties in respect of the opera- 
tion of mines, oil wells or other natural 
resources shall be taxable in the contracting 
State in which such property [is] 
situated.” 
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This article is technically in the nature of 
a waiver of taxation on the part of the 
country of the recipient’s residence and 
seems to imply that these profits shall 
merely be taxed in the country where the 
realty or natural resource is located, and 
nowhere else. 

Yet a word of warning might not be 
amiss. Article XV of the Austrian conven- 
tion provides, in Section (1), that in deter- 
mining the tax liability of its citizens, residents 
and corporations, the United States “may, 
regardless of any other provision of this 
Convention, include in the basis upon which 
such taxes are imposed all items of income 
taxable under the revenue laws of the 
United States as if this Convention had not 
come into effect.” 


The convention then continues in these 
words, referring to the foreign tax credit: 
“The United States shall, however, subject 
to the provisions of sections 901-905, Inter- 
nal Revenue Code of 1954 deduct 
from its taxes the amount of Austrian taxes 
specified in. Article I of this Convention.” 


Such conflicting language makes it diffi- 
cult to determine whether profits derived by 
a United States citizen or resident from real 
property in Austria, and subjected to in- 
come taxes in that country, must neverthe- 
less be reported a second time in the 
recipient’s United States income tax return. 
Even if the latter has the right to the foreign 
tax credit, a double tax may not be wholly 
avoidable in certain instances. 

Article IX(2) contains the customary 
provision that individuals and entities of 
each country deriving rents or royalties 
from the aforesaid sources in the other, 
may elect to be taxed on a net basis. 


Compensation for Personal Services 


Article X exempts from the Austrian in- 
come tax compensation for labor, profes- 
sional services, directors’ fees, etc., if the 
United States resident rendering such serv- 
ices is in Austria for a period not exceeding 
183 days during any one taxable year, and 
provided further (1) that such compensa- 
tion is paid pursuant to contract with a 
United States resident or corporation, or 
by a United States employer or (2) that if 
in the absence of such relationship, the com- 
pensation collected in Austria by the United 
States citizen or resident does not exceed 
$3,000 in any one taxable year. 


Professors, Teachers and Students 


In Article XII, Austria waives the right 
to levy income taxes on salaries of those 
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United States professors and teachers who, 
for a period not exceeding two years, are 
lecturing in an Austrian university or other 
educational institution. 


With respect to United States students 
attending lectures and apprentices going to 
Austria to learn a trade, the convention 
merely states that the remittances they re- 
ceive from abroad for study and mainte- 
nance shall be exempt from taxation. This 
provision might appear to be nothing but 
surplusage, yet it serves a useful purpose 
since such payments could otherwise be 
considered periodical or recurrent income 
and, therefore, taxable under Austrian law. 
Exemption from Austrian income taxation 
also applies to recipients of scholarships and 
similar grants, with one exception. If such 
payment, even though made by a nonprofit 
religious, charitable or educational organiza- 
tion, exceeds $10,000 per year and is in the 
nature of compensation for services, as 
distinguished from a grant, it will become 
subject to taxation. 


Governmental Salaries, Wages and 
Pensions 


In Article XI(1)(a), Austria waives the 
right to levy taxes on salaries, wages and 
pensions paid by the United States, its 
states and/or political subdivisions to a 
resident of Austria, provided the recipient 
is not an Austrian citizen. 


Under Article XI(1)(b), the United 
States exempts from its federal income tax 
the aforesaid type of payments if made by 
the Austrian Government or any of its 
Laender, etc., to an individual other than a 
citizen, resident or legal immigrant of the 
United States. 


Private Pensions 


Article XI stipulates under Section (2) 
that: “Private pensions and private life 
annuities which are from sources within 
one of the contracting States and are paid 
to individuals residing in the other contract- 
ing State shall be exempt from taxation by 
the former State.” (Italics supplied.) 


In other words, this provision says that 
no income tax shall be levied or withheld 
by Austria on pensions and annuities flow- 
ing from a payor in that country to a re- 
cipient in the United States. 


Though Austria has thus waived the right 
to levy taxes on such private pensions and 
annuities, it does not necessarily follow that 
these payments therefore must be taxed in 
the United States. There is ample author- 
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ity that pensions attributable to employment 
abroad are nontaxable in the United States, 
even though the payee is a United States 
resident at the time such pension is received. 


Section 911(a)(1) of the Internal Revenue 
Code of 1954 states unequivocally: “In the 
case of an individual citizen of the United 
States, who has been a bona fide 
resident of a foreign country . for an 
uninterrupted period which includes an en- 
tire taxable year, . amounts received 
from sources without the United States 

attributable to such period ‘ 
shall not be included in gross income.” 
(Italics supplied.) (See Rev. Rul. 55-294, 
1955-1 CB 368; IR Mim. 71, 1952-2 CB 
170; also explanation in CCH Sranparp 
FeperAL TAx Reports (1956 Edition), Vol- 
ume 3, § 4336.0915, and Rulings, I. T.’s and 
cases referred to under this heading.) 


It would appear that Section 911 of the 
Code is not merely applicable to those 
United States citizens who returned from 
employment in a foreign country and are 
now collecting a tax-exempt pension from 
a United States employer for their services 
rendered abroad. The tax-free status of 
such pensions is not predicated upon United 
States citizenship of employer or employee, 
but upon the fact that the services creating 
the right to collect retirement benefits were 
rendered in a foreign jurisdiction by one 
who at that time was a nonresident of the 
United States. Accordingly the situs or 
place where services were rendered is de- 
terminative, as well as the fact that the 
pensioner was then a bona-fide resident of 
a foreign country. 


At present a limited number of men and 
women who have long passed the prime of 
life are receiving rather modest private pen- 
sions from their former employers in Austria. 
Invariably the services which gave rise to 
these perisions were rendered years or even 
decades ago, at a time when the present 
recipients were not just bona-fide residents, 
but also native citizens, of Austria. The 
United States-Austrian convention is just 
and fair in recognizing that the recipient of 
such pension, which was earned abroad by 
a then nonresident alien employee from an 
equally nonresident alien employer, should 
not be taxed now in the United States. 


In this connection it might be worth 
mentioning that the term “pensions” as 
used in Article X1I(3) means “periodic pay- 
ments made in consideration for services 
rendered or by way of compensation for 
injuries received.” Further, Article II em- 
phasizes, under Section (2)(d): “Compen- 
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sation for labor or personal services . . . 
shall be treated as income from sources 
within the contracting State where are 
rendered the services for which such com- 
pensation is paid.” 

Moreover, if such payments are made 
from sources in Austria, the question as to 
whether these payments actually are in the 
nature of a nontaxable “pension” must be 
determined under Austrian law. (See Article 
II(3).) 


Intergovernmental Fiscal Cooperation 


Article XVI provides for exchange of 
information “necessary for carrying out the 
provisions of the present Convention or for 
the prevention of fraud or the like in rela- 
tion to the taxes which are the subject of 
the present Convention.” 

This language is more moderate than 
corresponding clauses in a number of prior 
tax conventions entered into by the United 
States. (See, for example, Article XVII of 
the United States-Swedish Tax Convention 
of March 23, 1939, and Article XVIII of 
the United States-German Tax Convention 
of July 22, 1954.) 


General Relief Provision 


As customary, taxpayers are given the 
right to ask their domestic authorities for 
redress if they can show that the action of 
either the United States or Austria did, in 
fact, result in double taxation. (See Article 
XVII(1).) 

In Article X VII(2), the two governments 
stipulate that difficulties and doubts as to 
the interpretation or application of the pres- 
ent convention shall be settled by mutual 
agreement. 


Nevertheless, under Article II(3) each of 
the contracting states reserves the right to 
give to any term not otherwise defined in 
the convention the meaning which such 
term has under its own tax laws. This 
article continues in these words: “For the 
purposes of this Convention the term ‘resi- 
dence’ in Austria shall include the custom- 
ary place of abode therein.” 

This is important for the following rea- 
sons: The Austrian income tax law dis- 
tinguishes between limited and unlimited 
liability for income tax. (United States 
Department of Commerce, World Trade 
Information Service, Part I, Number 56-30, 
page 8 (April, 1956).) 

“All persons domiciled or resident in 
Austria are subject to unlimited tax lia- 


(Continued on page 735) 
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The United States as a Creditormf 


The authors deal with three principal topics in this article. The 

statutory and administrative provisions under which the United States perfects 

its position as a creditor for taxes are described. ‘Collection of 

Tax Obligations” is concerned with the federal tax lien and transferee 

liability. The article also deals with the procedure under which the United States 

may compromise its claim as a creditor for taxes. This article 

is reprinted from California Practice Handbook, ‘‘California Remedies for Unsecured 
Creditors,"’ copyrighted 1957 by The Regents of the University of California. 


LMOST EVERY PERSON in the 

United States has a common creditor 
—the United States. While the existence 
of the many different types of federal taxes 
is a matter of common knowledge, particu- 
larly among attorneys and accountants, an 
air of mystery surrounds the rights of the 
United States in the event that a given tax 
is not voluntarily paid when due. 


The rights of the United States are dis- 
cussed in this article, but it does not cover 
the special statutory and procedural rules 
which apply solely to bankrupt taxpayers. 


ASSESSMENT OF TAXES 


Method of Assessment 


In general, taxes imposed by the Internal 
Revenue Code of 1954 are collected by the 
United States only after being assessed by 
the district director of internal revenue for 
the area in which the taxpayer resides. 
Statutory procedures aiso exist for the col- 
lection of these taxes through court action 
without any prior assessment, but in practice 
these procedures are rarely used. (See Code 
Section 7402, 28 USCA Sections 1340 and 
1396.) 


The duty to assess all taxes imposed by the 
Code (including interest, additional amounts, 
additional tax and assessable penalties) is dele- 
gated to the district director and the assistant 
regional commissioner, appellate. (Regulations 
Section 301.6201-1.) The assessment of 


taxes is completed when the assessment , 


officer appointed by the district director 
signs the summary record of assessment 
maintained in the office of the director. 
This record and its supporting data identify 
the taxpayer, the character of the liability, 
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the amount of the assessment and the period 
covered. Copies of the pertinent parts of the 
assessment must be furnished to the tax- 
payer upon his request. (Code Section 6203, 
Regulations Section 301.6203-1.) 


Prerequisites to Assessment 


Self-assessment of taxes.—Under Code 
Section 6201, all taxes shown to be due on 
returns filed by taxpayers are immediately 
assessable by the district director. Since 
the taxpayer usually determines the liability 
shown on his return, this procedure is 
generally referred to as the self-assessment 
of taxes. 


Deficiency procedures.—Specific proceed- 
ings designated as “deficiency procedures” 
must be followed by the district director 
before he may assess income, gift and 
estate taxes in addition to those shown 
on the taxpayer’s filed return. Under these 
deficiency procedures, a taxpayer has an 
opportunity for both administrative and 
judicial determinations of such income, 
gift and estate tax liabilities prior to their 
assessment and payment. See pages 681-683 
for further discussion. 


Taxes other than income, estate, or gift 
taxes.—The deficiency procedures are in- 
applicable to the other taxes imposed by 
the Code, such as employment or excise 
taxes. These other taxes may be assessed 
immediately by the district director, with- 
out a prior administrative or judicial de- 
termination, of the taxpayer’s liability. 
However, ddministrative practice usually 
permits the taxpayer to file a claim with 
the district director within ten days after 
the assessment for the abatement of the 
assessment. Thereafter the taxpayer is able 
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to obtain a hearing on his claim, and or- 
dinarily collection of the tax is postponed 
at least until the hearing. The claim for 
abatement is made on Form 843 and is 
filed with the district director for the 
district in which the tax was assessed. 
(Code Section 6404(a).) 


If the taxpayer fails to file a claim for 
abatement, or the district director fails 
to abate the assessment after the filing of 
the claim, the assessment becomes final. 
Under these circumstances, as discussed 
more fully below, the taxpayer’s only op- 
portunity for a judicial determination of 
his tax liability is to pay part or all of the 
tax assessed and then to apply for a refund. 


Deficiency Procedures 


Deficiency defined.—As pointed out above, 
specific proceedings known as deficiency pro- 
cedures must be followed by the district 
director or the assistant regional commis- 
sioner, appellate, before he may assess in- 
come, estate or gift taxes in addition to 
those shown on the taxpayer’s filed return. 
(Code Sections 6211-6216.) Under the Code, 
a “deficiency” in taxes for any year generally 
means the excess of the taxes claimed to be 
due by the director or commissioner over 
the tax admitted to be due by the taxpayer. 
(Code Section 6211; Rosemary Manufacturing 
Company, CCH Dec. 16,113, 9 TC 851 (1947); 
Charles E. Myers, CCH Dec. 22,323, 28 TC—, 
No. 2 (1957).) 


The procedure followed in: establishing 
the existence of a deficiency in income, 
estate or gift taxes and its subsequent 
assessment is summarized below. A com- 
plete description of the process may be 
found in the “Statement of Procedural 
Rules,” Title 26, Code of Federal Regula- 
tions, Part 601 (CCH Stanparp FrpERAL 
Tax Reports, Supplemental Volume, {[ 45,502 
and following). 


United States as Creditor 


Revenue agent’s report.—All income, 
estate and gift tax returns filed by or for 
taxpayers are processed by the audit divi- 
sion of the office of the district director. 
Under its procedural rules, this division 
assigns certain returns to revenue agents 
for examination in various degrees. 


After completing his examination, the 
revenue agent will inform the taxpayer of 
his proposed findings and of any proposed 
overassessment or deficiency. The tax- 
payer may either agree to the findings or 
request an informal hearing before the 
agent’s group supervisor... The taxpayer’s 
agreement to the proposed findings is 
usually evidenced by his execution of a 
Form 870, waiving the restrictions on 
assessment and collection of a deficiency 
or accepting a proposed overassessment. 
Execution of this form allows the district 
director to make an immediate assessment 
of a deficiency without having to complete 
the remaining deficiency procedures pre- 
scribed by the Code. 


If a taxpayer fails to request a hearing 
before the group supervisor or disagrees 
with the decisions reached by the agent’s 
group supervisor after the hearing, a reve- 
nue agent’s report, popularly referred to as 
an “R. A. R.,” is issued. The R. A. R. 
summarizes the agent’s findings and sets 
forth any proposed deficiency. The R. A. R. 
may, of course, also recommend an over- 
assessment which is unacceptable to the 
taxpayer. 


Taxpayer’s protest—If the taxpayer ob- 
jects to the proposed deficiency set forth 
in the R. A. R., he may file a formal 
protest with the office of the district director. 
This protest must be filed within 30 days 
after the date of the letter transmitting the 
R. A. R. to the taxpayer, and for this 
reason the letter of transmittal is popularly 
referred to as a “30-day letter.” 


No particular form for the protest is 
prescribed by law, but specific instructions 
for its preparation accompany the 30-day 
letter. Additional time for filing the protest 
will usually be granted to the taxpayer 
upon request. A specimen protest may 
be found in 76 of the CCH publication 
entitled When You Go to the Tax Court— 
Procedure and Practice (Seventeenth Edition, 
1957). 


After the protest is filed, the taxpayer’s 
case is transferred to the appellate division, 
before which the taxpayer is entitled to a 
hearing on the protest. Proceedings before 
the appellate division are informal in nature 
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and testimony under oath is not taken. 
Taxpayers may appear in person before 
the appellate division or may be represented 
by a person duly enrolled to practice before 
the Treasury Department, provided the 
representation is authorized under a proper 
power of attorney. 


Data published by the Internal Revenue 
Service indicates that over 99 per cent of 
all income, gift and estate tax liabilities 
are resolved without proceeding past the 
protest level. Agreements reached between 
the government and the taxpayer at the 
protest level are usually evidenced by the 
taxpayer’s execution of a Form 870. 


Tax Court petition —If no agreement is 
reached ‘after the taxpayer has filed a 
protest, or if no protest is filed, the district 
director or assistant regional commissioner 
will send a “notice of deficiency” to the 
taxpayer by registered mail at the tax- 
payer’s last known address. (Code Section 
6212.) Although the notice may be invalid 
if it is sent by regular mail (compare 
Roger Williams, CCH Dec. 17,145, 13 TC 
257 (1949), with Boren v. Riddell, 57-1 
ustc {9426 (CA-9)), the notice is not 
rendered invalid if the taxpayer receives it 
late or not at all by reason of moving from 
his last known address without giving 
notice to the district director or assistant 
regional commissioner. (Oscar Block, CCH 
Dec. 13,504, 2 TC 761 (1943); Parmer 
Gillespie, CCH Dec. 15,513(M), 5 TCM 
1028 (1946).) No set form for the notice 
of deficiency is prescribed or required, but 
the notice may not be drafted in a manner 
calculated to mislead the taxpayer. (Ventura 
Consolidated Oil Fields v. Rogan, 36-2 ustc 
7 9494, 86 F. (2d) 149 (CCA-9); McDonnell 
v. U. S., 5 uste J 1653, 59 F. (2d) 290 (Ct. 
Cls., 1932).) 


A taxpayer whose last known address is 
in the United States has the right to file 
a petition with the Tax Court for a judicial 
determination of the tax set forth in the 
deficiency notice, provided the petition is 
filed with the Tax Court within 90 days 
from the date of the deficiency notice. 
(Code Section 6212.) (By reason of this 
time limitation, the notice of deficiency is 
commonly referred to as a “90-day letter.”) 
Taxpayers whose last known address is 
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outside of the United States have 150 days 
to file their petition with the Tax Court. 
(Code Section 6213.) Thus the taxpayer’s 
last known address, rather than his physical 
presence, determines the time within which 
the Tax Court petition must be filed. (For 
a specimen Tax Court petition see When 
You Go to the Tax Court — Procedure and 
Practice, cited above, at {J 205.) 


Generally, except for the jeopardy assess- 
ment discussed below, no assessment may 
be made of the income, estate or gift 
taxes covered in the notice of deficiency 
until the expiration of the applicable 90- 
or 150-day period (Code Section 6213(a).) 
Moreover, if a petition is properly filed 
with the Tax Court, the deficiency set 
forth in the notice may not be increased 
(Code Section 6212(c)), and no assessment 
can be made until the Tax Court’s decision 
has become final. (Code Section 6213(a).) 
(However, see Code Section 7485 requir- 
ing the taxpayer to post a bond to stay 
the assessment of a deficiency during his 
appeal from an unfavorable Tax Court 
decision. ) 


After the taxpayer has filed his petition 
with the Tax Court, the government is 
represented by the regional counsel in con- 
junction with the appellate division. Settle- 
ment of docketed Tax Court cases up to 
the time of trial is common, particularly 
since the rules of practice before the court 
make it mandatory to stipulate evidence to 
the fullest extent. (Rule 31.) If the tax 
controversy is settled before trial, the Tax 
Court will then enter its order based upon 
the settlement. 


The requirement that Tax Court petitions 
must be filed either within 90 or 150 days 
after the date of the deficiency notice is 
jurisdictional in nature and is strictly en- 


forced. (Galvin v. Commissioner, 57-1 ustc 
79215 (CA-2, 1956); Lingham v. Commis- 
sioner, 57-1 ustc 99572 (CA-3).) Internal 
Revenue Code Section 7502 provides that the 
date of the postmark stamped on the cover 
in which the petition is mailed is the date 
of the delivery of the petition to the court. 
Therefore, it is no longer necessary that 
petitions physically reach the Tax Court 
within the applicable statutory period. 


If the taxpayer fails to file a petition 
with the Tax Court within the applicable 
Statutory period, the entire deficiency set 
forth in the notice must be immediately 
assessed by the district director. (Code 
Section 6213(c).) In this event, the amount 
of tax assessed may greatly exceed the 
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taxpayer’s liability, since the notice of de- 
ficiency is often based on inconsistent posi- 
tions. Once the tax is assessed, it quickly 
becomes collectible as described at page 
685. Therefore, unless a taxpayer files a 
Tax Court petition within the statutory 
period, he must be prepared to pay the 
tax set forth in the notice of deficiency. 
However, even after paying the tax, the 
taxpayer may still initiate an action for 
recovery of the tax paid, in the manner 
described in the following section. 


Choice of Forum 


Payment of tax and suit for recovery.—As 
an alternative to having his income, gift 
or estate tax liability determined by the 
Tax Court, or as a means of obtaining a 
judicial determination of his liability for 
the other taxes imposed under the Code, 
a taxpayer may pay all or a part of the tax 
and thereafter apply for a refund on Form 
843. (Code Section 7422(a).) If a claim 
for refund is properly filed with the district 
director within the time limit set forth 
in Code Section 6511, suit for recovery of 
the tax may be brought either in the 
United States Court of Claims or in the 
federal district court. Although concurrent 
jurisdiction exists, jury trials are available 
only in the district courts. 


Suit for recovery of tax may not be 
brought until six months after the date of 
filing the claim, unless the district director 
has rendered an unfavorable decision on it 
prior to that time. No suit for recovery 
of tax may be brought more than two years 
after the district director has mailed a 
disallowance of the claim for refund to the 
taxpayer by registered mail, unless the 
period is extended by agr-ement between 
the government and the taxpayer. (Code 
Section 6532.) Apparently, no time limit 
exists for bringing a suit for recovery of 
tax, if the district director fails to mail a 
disallowance under Code Section 6532. 


Suits for recovery of tax may be brought 
regardless of whether the tax was paid 
under protest. (Code Section 7422(b).) 
Moreover, such suits may be brought where 
the taxpayer has paid only a part of the total 
tax assessed against him and seeks to 
recover only the amount of his payment. 
(Bushmiaer v. U. S., 56-1 ustc ¥ 9302, 
230 F. (2d) 146 (CA-8).) If the foregoing 
procedure is adopted by the taxpayer, the 
unpaid portion of the assessed tax con- 
tinues to be collectible at the option of 
the director. 
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Jurisdiction of Tax Court.—The Tax 
Court does not have jurisdiction if the 
taxpayer pays the deficiency in income, 
estate or gift taxes before the notice of 
deficiency is issued. (Raoul Walsh, CCH 
Dec. 20,239, 21 TC 1063, acq., 1954-2 CB 6.) 
However, the Tax Court retains jurisdiction 
even though the taxpayer pays the de- 
ficiency after the notice is mailed to him 
but prior to filing a petition with the Tax 
Court. (Code Section 6213(b)(3).) If the 
taxpayer pays the tax and fails to file a 
proper petition, his only opportunity for 
a judicial determination of his liability is 
to file a claim for refund and, if necessary, 
to bring suit to recover the tax paid. 


After the filing of the petition in the Tax 
Court, a taxpayer is generally deprived of 
the right to take any action in any other 
court to obtain a refund of the tax covered 
in his notice of deficiency. (Code Section 
6512; Elbert v. Johnson, 47-2 ustc § 9393, 
164 F. (2d) 421 (CCA-2); U. S. v. Wolf, 
56-2 ustc § 10,053 (CA-9).) 


Code Section 7422(e) avoids concurrent 
jurisdiction in the situation where a notice 
of deficiency is issued after the taxpayer 
has already initiated a suit in the Court of 
Claims or a disirict court for recovery of 
part or all of the tax covered in the notice 
of deficiency. If the taxpayer files a timely 
petition with the Tax Court, the Tax Court 
obtains the sole jurisdiction of both proceed- 
ings. - If no petition is filed, the court in 
which the taxpayer’s suit for recovery was 
brought obtains the sole jurisdiction of the 
entire controversy. 


Time Limit for Making Assessment 


Generally, an assessment of taxes can be 
made only within three years from the 
date on which a return required by the 
Code is actually filed, regardless of whether 
the return is filed late. (Code Section 
6501(a).) For this purpose, returns filed 
before their due dates are treated as “filed” 
on their due date. (Code Section 6501(b).) 


Omission of income.—The time for mak- 
ing an assessment is extended to a period 
of six years after the filing of an income tax 
return, if the taxpayer omits from gross 
income an amount properly includable 
which is in excess of 25 per cent of the gross 
income shown on the return. (Code Sec- 
tion 6501(e)(1).) This section provides 
that an item is not deemed to be omitted 
from a return, if the return or an attached 
schedule adequately discloses the existence 
of such an item without including it in 


687 





gross income. Corresponding six-year 
periods also exist with respect to substantial 
omissions by taxpayers on their estate 
and gift tax returns. (Code Section 
6501(e)(2).) 


Fraud or failure to file return.—No time 
limit exists for the assessment or collection 
of taxes imposed by the Code where the 
taxpayer files a false or fraudulent return, 
willfully attempts to defeat or evade taxes, 
or fails to file any return at all. (Code 
Section 6501(c).) Where a taxpayer fails 
to file a return, the district director may 
file a return for the taxpayer to facilitate 
the making of an assessment. Under the 
1954 Code, such “returns” are no longer 
considered as returns within the meaning 
of Section 6501 and, therefore, do not limit 
the time for the assessment or collection of 
taxes disclosed in them. (Code Section 
6501(b) (3).) 


Extension agreement.—The time for 
making an assessment may be extended 
by agreement between the taxpayer and 
the district director or assistant regional 
commissioner. (Code Section 6501(c)(4).) 
Taxpayers usually execute extensions 
voluntarily near the end of the period 
during which the tax may be assessed, in 
order to avoid the issuance of an arbitrary 
notice of deficiency or the making of a 
jeopardy assessment. However, it is the 
current policy of the Internal Revenue 
Service to obtain such extensions from tax- 
payers only in unusual cases. (Rev. Proc. 
57-6, I. R. B. 1957-8, 22.) 


Assessment after notice of deficiency.— 
After a notice of deficiency is mailed, the 
period of limitations for making an assess- 
ment is suspended for the 90- or 150-day 
period during which no deficiency of in- 
come, gift or estate taxes may be assessed, 
and for 60 days thereafter. (Code Section 
6503(a).) Thus although the notice of 
deficiency generally must be mailed within 
three years after the date on which the 
return is filed, the assessment of the tax 
may be made after the three-year period 
has elapsed. 


Jeopardy Assessments 


The district director has authority to 
make jeopardy assessments of taxes im- 
posed by the Code whenever he feels that 
assessment or collection of the taxes will 
be jeopardized by delay. (Code Sections 
6861, 6862.) The jeopardy assessment is an 
express exception to the statutory pro- 
hibition against the assessment of additional 
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income, estate or gift taxes for the specified 
periods set forth in Code Section 6213(a) 
and described at pages 682-683. The amount 
of the jeopardy assessment may exceed the 
deficiency set forth in the notice of de- 
ficiency. (Code Section 6861(c).) 


In practice, the district director exercises 
his authority to make jeopardy assess- 
ments only upon rare occasions. A recent 
case in which an assessment was made 
involved the threatened departure of a non- 
resident alien, who apparently owed large 
amounts of income taxes. (U. S. v. Bala- 
novski, 56-2 ustc {§ 9832, 236 F. (2d) 298 
(CA-2), cert. den., 352 U. S. 968.) 


Almost complete discretion is vested in 
the district director to determine whether 
sufficient “jeopardy” exists to enable him 
to make a jeopardy assessment. The grant 
of this discretion to the director is consti- 
tutional, and the making of a jeopardy 
assessment is not generally subject to 
judicial review. (Dyer v. Gallagher, 53-1 
ustc { 9322, 203 F. (2d) 477 (CA-6).) For 
an excellent discussion of the circumstances 
and manner in which a taxpayer may resist 
or eliminate a jeopardy assessment, see 
Homan Manufacturing Company v. Long, 
57-1 uste J 9372 (CA-7). 


If the jeopardy assessment of income, 
estate or gift taxes precedes the issuance of 
a deficiency notice, the notice must be 
mailed to the taxpayer within 60 days after 
the assessment is made. (Code Section 
6861(b).) If timely notice is not sent to 
the taxpayer, the jeopardy assessment is 
invalid. (Commissioner v. Connell, 1930 CCH 
1 9304 (CCA-5, 1930).) 

The director may voluntarily abate the 
jeopardy assessment in whole or in part 
if he finds that jeopardy no longer exists. 
(Code Section 6821(g).) Moreover, all or 
part of the assessment must be abated if 
the taxpayer furnishes a suitable bond in 
an dmount equal to the portion of the 
assessment to be abated. (Code Section 
6863.) 


Once the jeopardy assessment is made, 
the Commissioner may immediately levy 
against the taxpayer’s property without any 
prior notice. (Code Section 6331(a).) In 
most cases where the jeopardy assessment 
involves income, estate or gift taxes, prop- 
erty levied against under such an assess- 
ment may not be sold until the district 
director is no longer restricted from making 
an assessment for the tax involved. (Code 
Section 6863(b)(3).) For a discussion of 
the restrictions on making such an assess- 
ment see pages 682-683. In any event, the 
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jeopardy assessment and resulting levy may 
be enjoined if they are made against the 
wrong person or his property. (Pool v. 
Walsh, 282 F. 620 (CCA-9, 1922).) 


COLLECTION OF TAX OBLIGATIONS 


Lien for Taxes 


Creation of tax lien.—If a person against 
whom an assessment has been made neglects 
or refuses to pay the amount assessed after 
demand, a lien in favor of the United States 
is created against all real and personal 
property belonging to that person in the 
amount assessed, plus any costs that may 
accrue in connection with the enforcement 
of the lien. (Code Section 6321.) The lien 
arises at the time the assessment is made 
and continues until the liability supporting 
the lien is satisfied, or the lien becomes 
unenforceable by reason of lapse of time. 
(Code Section 6322). A lien will become 
unenforceable unless a court proceeding or 
levy is initiated within a period of six years 
after the assessment of the amount secured 
by the lien, or within any other period that 
may be agreed upon between the person 
assessed and the district director. (Code 
Sections 6344(a) and 6502.) 


A valid assessment is a prerequisite to 
the existence of the lien, and without such 
assessment the lien is invalid and unen- 
forceable. (Kennebec Box Company, Inc. v. 
Richards Corporation, 1925 CCH { 7081, 5 
F. (2d) 951 (CCA-2).) However, the rights 
of a transferee to contest the validity of an 
assessment are more limited than those of 
the taxpayer initially assessed. (Graham v. 
U. S., 57-1 uste J 9645 (CA-9).) 


As soon as practicable after assessment, 
and in any event within 60 days, the district 
director is required to send notice of the 
assessment to the person assessed and to 
demand payment of the amount assessed. 
(Code Section 6303.) This notice must be 
mailed to the person’s last known address 
or must be left at his dwelling or usual 
place of business. Without judicial or 
statutory authority, Regulations Section 
301.6303-1(a) takes the questionable position 
that failure to give such notice to a person 
within the statutory 60-day period after the 
assessment does not invalidate the notice. 
If a valid demand for payment is made 
under Code Section 6303, the lien is created 
at the time the assessment of tax is made, 
rather than at the time the notice is given. 


The lien is also invalid unless, subsequent 
to the assessment, a demand for payment is 
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actually made on the person assessed. 
(Cattani v. Korsan, 54-2 ustc § 9609, 103 
Atl. (2d) 51 (S. Ct. N. J.).) Even an in- 
formal demand constitutes compliance with 
the statute. (Guaranty Trust Company of 
New York v. McKendrick, 1 ustc § 130, 5 F. 
(2d) 553 (CCA-2, 1925).) However, at 
least one case has held that the demand is 
intended solely as a protection for the 
person assessed and, therefore, the govern- 
ment’s lien is valid against his other creditors 
even without such a demand on the tax- 
payer. (Macatee, Inc. v. U. S., 54-2 ustc 
7 9550, 214 F. (2d) 717 (CA-5).) 


Property subject to lien—What con- 
stitutes property—The wording of Code 
Section 6321 defining the lien for taxes 
indicates that, even without recordation, 
the lien applies to every conceivable type 
of property or interest in property belong- 
ing to the person against whom an assess- 
ment has been made. In addition, the United 
States Supreme Court has held that the 
lien applies not only to all property owned 
by a person at the time the lien is created, 
but also to all property subsequently ac- 
quired. For example, wage claims coming 
into existence after the lien is created are 
subject to the lien. (Glass City Bank of 
Jeannette, Pennsylvania v. U. S., 45-2 ustc 
{ 9449, 326 U. S. 265; compare Long Island 
Drug Company v. U. S., 41-1 ustc ¥ 9140, 
115 F. (2d) 983 (CCA-2, 1940).) 


Under the wording of Section 6321, the 
lien applies only to the property belonging 
to the person assessed. If that person has 
an option to purchase real property, the 
lien attaches only to the option and not to 
the property itself. The lien terminates 
when the option goes out of existence. 
(Rev. Rul. 54-154, 1954-1 CB 277.) Similarly, 
where the person assessed purchases an 
automobile under a conditional sales con- 
tract under which the seller retains title, 
no lien exists against the automobile after 
it is validly repossessed and the purchaser’s 
rights in the contract are terminated. (U. S. 
v. Anders Contracting Company, 53-1 ustc 
{ 9412, 111 F. Supp. 700 (DC S. C.).) 


Effect of community property laws.—lf 
both husband and wife are jointly liable 
for a tax, the federal tax lien obviously ap- 
plies to the entire community property. 
(Smith v. Donnelly, 46-1 uste § 9247, 65 F. 
Supp. 415 (DC La.).) When the husband 
alone incurs the tax, the wife’s separate 
property is not subject to the lien. (U. S. 
v. Beggerly, 52-1 ustc § 9304 (DC Calif.).) 


Tax obligations, like any other debt in- 
curred in California after marriage by the 
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husband, may be satisfied out of the entire 
community property. Even though the 
wife’s interest in community property does 
not strictly qualify as “property” of the 
taxpayer-husband within the meaning of 
Section 6321, at least one case has held that 
the federal lien attaches to the entire com- 
munity property. (Smith v. Hamilton, 54-1 
ustc {] 9292 (DC Calif.).) 


Life insurance.—The interest of a taxpayer 
in life insurance policies, usually repre- 
sented by the cash surrender value, is also 
subject to the tax lien during the lifetime 
of the policy owner. (U.S. v. Behrens, 56-1 
ustc § 9294, 230 F. (2d) 504 (CA-2), cert. 
den., 351 U. S. 919; Knox v. Great West Life 
Assurance Company, 54-1 ustc § 9373, 212 
F. (2d) 784 (CA-6).) 

The Behrens case is of great significance 
for it has extended the foregoing rule by 
holding that upon the death of the person 
assessed, the cash surrender value of in- 
surance policies owned by him on his life 
does not vanish, but rather is merged into 
the death benefits payable to persons other 
than the insured’s estate. On this theory 
the Behrens case held that a tax lien in 
effect against the cash surrender value of 
a policy during the insured’s lifetime con- 
tinued to be a lien (in the amount of the 
cash surrender value) against the death 
benefits paid under the policies after the 
insured’s death. The Behrens case was fol- 
lowed in U. S. v. Hoper, 57-1 ustc § 9508 
(CA-7). But see Stern v. Commissioner, 
57-1 ustc 9 9429 (CA-6) (cert. applied for). 

State exemption laws.—State laws exempt- 
ing certain specified types of property from 
execution are inapplicable to the United 
States and its lien for taxes. (Fried v. New 
York Life Insurance Company, 57-1 ustc 
7 9412 (CA-2).) For example, the lien ap- 
plies to property properly homesteaded 
under California law. (U. S. v. Heffron, 
47-1 ustc J 9194, 158 F. (2d) 657 (CCA-9).) 
The lien also applies to whatever interest 
a beneficiary may have in a California 
spendthrift trust, such as the right to re- 
ceive current income from the trust. (U. S. 
v. Canfield, 39-2 ustc § 9641, 29 F,. Supp. 
734 (DC Calif.).) However, state law will 
generally determine the extent of the prop- 
erty rights to which the United States tax 
lien may attach. 

Property exempt from lien —Only the prop- 
erty specified in Code Section 6334(a) is 
exempt from the tax lien. This property 
is limited to (1) wearing apparel and 
schoolbooks of the taxpayer or his family; 
(2) fuel, provisions, furniture, personal 
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effects and livestock up to $500 in value, 
if the taxpayer is the head of a family; and 
(3) books and tools of trade necessary for 
the taxpayer’s business up to $250 in value. 
Section 6334(c) specifically states that no 
other property is exempt from the tax lien. 


Notice of lien.—Need for filing of notice — 
Without recordation of any kind, the United 
States lien for taxes has priority over the 
claims of all unsecured creditors of the 
person assessed. However, the lien is in- 
valid against mortgagees, pledgees, pur- 
chasers or judgment creditors of the debtor, 
until notice of the lien’s existence has been 
filed. (Code Section 6323(a).) After notice 
is filed, the relative priority of the federal 
lien over the claims of the persons described 
in Section 6323(a) is determined on the 
principle that “first in time is first in right.” 
(U. S. v. City of New Britain, Connecticut, 
54-1 uste J 9191, 347 U.S. 81.) 


Filing of notice-——Code Section 6323(a) (1) 
provides that notice of the lien shall be 
filed in “the office designated by the law 
of the State or Territory in which the prop- 
erty subject to the lien is situated, when- 
ever the State or Territory has by law 
designated an office within the State or 
Territory for the filing of such notice.” 


See $5362.29 of CCH STANDARD FEDERAL 
Tax Reports (1957 Edition), for a list of 
states and territories which have designated 
a state office in which notice of the federal 
lien is to be filed. However, filing of the 
notice in one county of a state under ap- 
propriate state procedures does not give 
the United States priority in the other 
counties of such state. (Marteney v. U. S., 
57-1 uste J 9670 (CA-10).) 


The notice of lien is filed on Form 668, 
entitled “Notice of Federal Tax Lien under 
Internal Revenue Laws.” The form lists 
the name and address of the taxpayer, the 
nature of the tax, the account number, the 
period covered, the date of assessment and 
the amount of assessment. It is executed by 
the district director and is given a specific 
number by which it may be easily identified. 


The form and content of this notice are 
controlled by federal law, and a state may 
not require that the notice contain more 
information than is set forth in Form 668. 
(Code Section 6323(b).) Therefore, the 
notice is sufficient even though it does not 
describe the property subject to the lien. 


Exception for securities—Even though 
notice of the lien is filed, the federal lien 
is nevertheless invalid against mortgagees, 
pledgees or purchasers of securities for an 
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adequate and full consideration in money 
or money’s worth, who were without actual 
notice or knowledge of the lien at the time 
they became mortgagees, pledgees or pur- 
chasers. (Code Section 6323(c)(1).) The 
term security is defined in Section 6323(c) (2) 
and includes shares of stocks, bonds, notes, 
money and other forms of negotiable in- 
struments. It is noteworthy that the actual 
notice provisions with respect to securities 
are inapplicable to judgment creditors. 
Although some question exists, it appears 
that mortgagees, pledgees or purchasers of 
securities are also entitled to the protection 
given to mortgagees, pledgees or purchasers 
under Section 6323(a). Therefore, the fed- 
eral lien is probably effective against mort- 
gagees, pledgees or purchasers of securities 
only after notice of the lien has been filed 
and after those individuals have obtained 
actual knowledge or notice of its existence. 


Disclosure of lien.—Assuming that a fed- 
eral tax lien is in existence, how can a per- 
son determine the extent of the lien? The 
district director is authorized to disclose the 
amount of the outstanding obligation secured 
by the federal lien to “any person who 
has a proper interest in determining the 
amount of the outstanding obligations.” 
(Code Section 6323(d), Regulations Section 
301.6323-1(c); I. R. B. 1955-8, 52.) Under 
the regulations, any person who has a right 
in the property subject to the lien or who 
intends to obtain a right has a “proper 
interest” in determining the amount of the 
outstanding obligation. 

The request to determine the amount of 
the lien must be made in writing to the 
district director and must identify the lien 
by its specific number and date of re- 
cordation. The director will disclose the 
outstanding obligation only in a single 
amount, without indicating the portion 
representing interest, penalties and accrued 
costs to date. However, the director will 
disclose the amount of interest accruing 
daily on the outstanding obligation. 


Priority of lien.—As indicated above, 
persons who become mortgagees, pledgees, 
purchasers and judgment creditors before 
notice of the federal tax lien is filed are 
entitled to priority. Federal law governs 
whether a person qualifies as a member of 
one of the four statutory classes. State 
characterizations are regarded as helpful, 
but not controlling. (U. S. v. Gilbert As- 
sociates, 53-1 ustc $9291, 345 U. S. 361.) 
The following sections discuss some of the 
problems in connection with the four groups 
protected under Section 6323(a). 
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Mortgagees—Mortgagees, including bene- 
ficiaries under deeds of trust, have priority 
over the federal tax lien where the mort- 
gage is executed and effective against third 
persons prior to the filing of notice of the 
federal lien. Therefore, a person can usually 
qualify as a mortgagee only by recording 
his mortgage before notice of the federal 
lien is filed. (Underwood v. U. S., 41-1 ustc 
{ 9296, 118 F. (2d) 760 (CCA-5).) 


The priority of a mortgagee is not dis- 
turbed by the fact that a mortgage is re- 
corded only after an assessment of tax has 
been made against the mortgagor. (U.S. v. 
Woodside, 40-2 ustc 1 9492 (DC S. C.).) In 
fact a mortgagee may apparently obtain a 
priority, even though he has actual knowl- 
edge of the existence of an assessment 
against his mortgagor prior to the execu- 
tion of the mortgage. (U. S. v. Beaver Run 
Coal Company, 38-2 ustc $9540, 99 F. (2d) 
610; Profaci v. Mamiapro Realty Corporation, 
54-2 ustc J 9683 (S. Ct., N. Y.).) 


Open-end mortgages give a mortgagee 
protection only to the extent that funds 
have actually been advanced prior to the 
date that notice of the federal lien is filed. 
(Rev. Rul. 56-41, 1956-1 CB 562.) For fed- 
eral tax lien purposes, advances made by 
the mortgagee after notice is filed do not 
“relate back” to the date on which the mort- 
gage was executed. (U. S. v. Security Trust 
& Savings Bank of San Diego, 50-2 ustc 
q 9492, 340 U. S. 47; U. S. uv. Ball Construc- 
tion Company, 57-1 ustc § 9269 (CA-5, 1956).) 
Certiorari has recently been granted in the 
Ball Construction case, thus giving the Su- 
preme Court an opportunity to re-examine 
the meaning of the term “mortgagee.” 


Pledgees—Little law exists concerning 
qualification as a pledgee under Section 6323. 
A pledgee has priority only where the 
pledge rests on a valid and bona-fide obli- 
gation, and the pledge is completed before 
notice of the lien is filed. (U. S. v. Regens- 
berg & Sons, 55-1 ustc § 9358, 221 F. (2d) 
336 (CA-2).) 


Purchasers —A “purchaser” entitled to pri- 
ority over the federal tax lien is a person 
who “acquires property or an interest in 
property, for a valuable consideration” be- 
fore notice of the lien is filed. (Regulations 
Section 301.6323-1(a)(2); Marteney v. U. S., 
cited above.) The purchase must be bona 
fide in nature and must not be made by 
a “dummy” in order to avoid the imposition 
of the federal lien. (U. S. v. Canadian Ameri- 
can Company, Inc., 52-2 ustc J 9489, 108 F. 
(2d) 206 (DC N. Y.), 53-1 uste ¥ 9286, 202 
F. (2d) 751 (CA-2).) 
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Judgment creditors—The courts have be- 
come increasingly strict in their interpreta- 
tion of the term “judgment creditor” for 
federal tax lien purposes. (See U. S. v. 
Gilbert Associates, cited above.) In order 
to qualify as a judgment creditor, a person 
must obtain a valid judgment for money or 
property in a court of record and of com- 
petent jurisdiction and also perfect a lien 
under the judgment on the property involved. 
(Regulations Section 301.6323-1(a)(2).) 


In California, judgments become a lien 
on the debtor’s real property only upon 
recordation. Therefore, the federal lien will 
be entitled to priority with respect to realty 
where notice of the lien is filed before the 
judgment is recorded. (Rev, Rul. 225, 1953-2 
CB 467.) Similarly, California judgments 
become liens on personal property only after 
levy. Thus, the federal lien will be entitled 
to priority with respect to personalty where 
the notice of the lien is filed before a levy 
on the property is made. (Miller v. Bank of 
America National Trust & Savings Associa- 
tion, 48-1 ustc $9185, 166 F. (2d) 415 
(CCA-9).) 


Many examples can be given of the pres- 
ent judicial tendency to limit the term “judg- 
ment creditor.” In U. S. v, Gilbert Associ- 
ates, a town had made an assessment of a 
tax, and under state law was entitled to be 
treated as a judgment creditor. The court 
stated that the term “judgment creditor” 
was limited to “the usual, conventional 
sense of a judgment of a court of record” 
and, therefore, awarded priority to the fed- 
eral lien, notice of which was filed after the 
city’s assessment. Relying on the Gilbert 
case, the Ninth Circuit recently held that a 
trustee in bankruptcy does not qualify as a 
judgment creditor within the meaning of 
Code Section 6323. (U. S. v. England, 55-2 
ustc { 9693, 226 F. (2d) 205 (CA-9).) 


Owners of other liens—Owners of liens 
other than those specifically described in 
Section 6323 have often attempted to secure 
priority over the federal lien on the theory 
that their lien was “specific and perfected” 
before notice of the federal lien was filed. 
If a court determines that a lien is specific 
and perfected in the federal sense before 
notice of the federal lien is filed, that lien 
has priority over the federal lien. (United 
States v. City of New Britain, Connecticut, 
cited above.) Owners of “other liens” have 
generally met with little success in persuad- 
ing courts that their liens are specific and 
perfected. 


In U. S. v. Security Trust & Savings Bank 
of San Diego, cited above, the Supreme 
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Court held that a California attachment lien 
was inferior to the federal lien, even though 
the attachment was perfected (that is, com- 
pleted) before notice of the federal lien was 
filed. In reaching this result the Court 
relied on the “inchoate nature” of the Cali- 
fornia attachment lien. Subsequently, how- 
ever, in two later cases the Court reached 
the same result with respect to an attach- 
ment lien characterized under state law as 
“an execution in advance.” The Court 
relied on the fact that the ultimate validity 
of the attachment lien is always contingent 
upon the successful outcome of the case 
in chief. Hence, the attachment lien was 
not specific and perfected. (U.S. v, Liver- 
pool & London & Globe Insurance Company, 
55-1 ustc J 9136, 348 U. S. 215; U. S. wv. 
Aecri, 55-1 uste J 9138, 348 U. S, 211.) 


The Supreme Court has reached a similar 
result with respect to a landlord’s lien which 
was obtained before notice of the federal 
lien was filed. The Court held that the 
federal lien had priority since the landlord 
was not a mortgagee, pledgee, judgment 
creditor or purchaser within Section 6323(a) 
and because the landlord’s lien was not 
“perfected” in the federal sense before notice 
of the federal lien was filed. (U. S. vw. 
Scovil, 55-1 uste $9137, 348 U. S. 218.) 
The Court supported its conclusion by a 
reference to state law under which the 
tenant could have removed the landlord’s 
lien by filing a bond. However, most liens, 
including the federal tax lien, may be re- 
moved in this manner. 


In one recent case, the Supreme Court 
did grant priority to certain specific munic- 
ipal liens on real property which it found 
to have been “perfected” in a_ féderal 
sense before the notice of the federal lien 
was filed. (U. S. v. City of New Britain, 
Connecticut, cited above.) However, the 
value of the New Britain case as precedent 
has been made doubtful by two recent cases 
involving mechanics’ liens. (U. S. v. White 
Bear Brewing Company, Inc., 56-1 ustc { 9440, 
350 U. S. 1010; U. S. v. Colotta, 350 U. S. 
808 (1955).) 


In both White Bear and Colotta, the Su- 
preme Court entered a per-curiam decision, 
reversing the lower courts’ determination 
that a mechanic’s lien was completely per- 
fected against the taxpayer’s property under 
state law before notice of the federal lien 
was filed. In fact, in White Bear, the 
mechanic’s lien was being foreclosed at the 
time that notice of the federal lien was filed. 
Justice Douglas dissented in both these 
cases and wrote a dissenting opinion in the 
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White Bear case, in which Justice Harlan 
concurred. In this dissenting opinion, Jus- 
tice Douglas stated that under the White 
Bear case, “a lien that is specific and choate 
under state law . Can never prevail 
against a subsequent federal tax lien, short 
of reducing the lien to final judgment.” 


It appears that Justice Douglas’ comment 
on the effect of the White Bear case is cor- 
rect. Therefore, owners of liens other than 
those specified in Section 6323(a) cannot 
expect courts to view such liens as “specific 
and perfected” in the federal sense, with 
the result that these liens will not be given 
any priority over the federal tax lien. 


Release of lien.—Complete release of lien. 
—Assuming that a federal tax lien having 
priority exists on certain property, what 
administrative procedures are available to 
secure the release of the lien? 


Under certain circumstances the district 
director may completely release the federal 
tax lien. After the district director deter- 
mines that the obligation secured by the 
lien is either fully satisfied or has become 
legally unenforceable, the director may re- 
lease the lien by issuing a certificate of 
release on Form 669, entitled “Certificate 
of Release of Federal Tax Lien.” In case 
of gift and estate taxes, the district director 
may release the lien where the taxes are 
“fully provided for.” (Code Section 6325 
(a)(1).) The director may also issue a 
certificate of release on Form 669 if he is 
furnished with a suitable bond. (Code Sec- 
tion 6325(a)(2).) 


Discharge of specific property from lien.— 
A taxpayer, creditor or other interested per- 
son may wish to discharge specific property 
from the tax lien. A discharge can be 
obtained in several ways: 


(1) Under Code Section 6325(b)(1), the 
district director may discharge any property 
from the lien provided that the fair market 
value of the property remaining subject to 
the lien is at least double the amount of 
the unsatisfied liability secured by the lien, 
plus the amount of all other liens upon the 
property which have priority over the fed- 
eral tax. 


Partial discharge of the lien under this 
section does not require any payment. Dis- 
charge of the lien under Section 6325(b) (1) 
is made on Form 669-A entitled “Certificate 
of Discharge of Property from Federal Tax 
Lien.” 


(2) Under Section 6325(b)(2)(A), the 
district director may discharge any property 
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from the lien if he is paid an amount not 
less than the value of the interest of the 
United States in the property to be dis- 
charged. The determination of such value 
is to be made by the district director. Dis- 
charge of the lien under Section 6325(b) 
(2)(A) is made on Form 669-B entitled 
“Certificate of Discharge of Property from 
Federal Tax Lien.” 


(3) Under Section 6325(b)(2)(B), the 
district director may discharge any prop- 
erty from the lien where he determines that 
the interest of the United States in the 
property has no value. The federal lien 
may have no value, for example, by reason 
of the existence of liens with priority over 
the federal lien. Discharge under Section 
6325(b)(2)(B) is easier to obtain than the 
discharge available under Title 28 of the 
United States Code, Section 2410(d), where 
only the Comptroller General has the power 
to discharge a federal lien that has no value. 


If a person is unable to convince the dis- 
trict director or Comptroller General that 
the federal lien should be discharged by 
reason of having no value, a discharge can 
be obtained from the United States attorney 
in exchange for a payment, usually a nominal 
sum, or by bringing a foreclosure action 
under Title 28, United States Code Section 
2410(a). Ina foreclosure action, the United 
States must be named as a defendant (Sid- 
bury v. Gill, 52-1 ustc J 9213, 102 F. Supp. 
483 (DC N. C.)), and would have a right 
of redemption in respect to real property 
for one year. (Code Section 6337.) 


The Internal Revenue Service has indi- 
cated that it will cooperate in granting the 
discharges of the lien pursuant to Section 
6325(b)(2)(B), and attorneys should pro- 
ceed under this section whenever possible. 
(I. R. B. 1955-3, 115.) Discharge under 
Section 6325(b)(2)(B) is made on Form 
669-C entitled “Certificate of Discharge of 
Property from Federal Tax Lien.” 


Application for release of lien—Regula- 
tions Section 301.6325-1(b) (4) sets forth the 
information which should be included in 
an application for discharge of the lien 
under all of the alternative methods set 
forth in Section 6325. 


Enforcement of lien.—Time—After mak- 
ing an assessment against any person, the 
district director must send that person a 
notice setting forth the amount assessed and 
demanding payment. (See page 685 of the 
text.) If the person fails to pay the tax 
within ten days after the notice is sent, the 
district director may enforce the federal lien 
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by levying upon all property of the person 
subject to the lien. (Code Section 6331 
(a).) In case of a jeopardy assessment, the 
director may make a levy without any 
waiting period. The levy is usually made 
by seizing the property subject to the lien, 
The levy must be commenced within a 
period of six years after the assessment 
of the amount secured by the lien, or with- 
in any other period as may be agreed upon 
between the person assessed and the district 
director. (Code Sections 6344(a) and 6502.) 


Notice of levy and sale-—As soon as prac- 
ticable after levy, notice must be given to 
the owner of the property levied upon. 
(Code Section 6335(a).) Thereafter, public 
notice must be given of the sale of the 
seized property. (Code Section 6335(b).) 
The sale of the property must take place 
not less than ten days and not more than 
40 days after giving public notice. (Code 
Section 6335(d).) The method of making 
the sale is set forth in Section 6335(e). 


Redemption.—Prior to sale under Section 
6335(e), all property seized by the govern- 
ment may be recovered by its owner upon 
payment to the district director of the total 
amount owed plus any costs and expenses 
of the proceeding. (Code Section 6337(a).) 
Subsequent to the sale, only real property 
may be redeemed. Redemption must take 
place within one year after the sale of the 
property and may be made by the owner 
of the property, his successors in interest, 
or any person having an interest in or a 
lien on the property. (Code Section 6337 
(b)(1).) 


Purchaser at sale—Any purchaser at a 
sale held under Section 6335 will receive a 
certificate of sale from the district director 
upon full payment of the purchase price. 
In addition, after the redemption period 
has expired, any purchaser of real property 
may exchange his certificate of sale for a 
deed to the property executed by the 
district director. (Code Section 6338(b).) 
The legal effect of the certificate of sale or 
the deed given under Section 6338 is set 
forth in Section 6339. 


Special liens for estate and gift taxes.— 
The United States obtains a lien under 
Section 6321 after assessing any tax, in- 
cluding estate and gift taxes. However, 
pursuant to Code Section 6324, the United 
States also has special liens which it may 
enforce with respect to estate and gift taxes. 


Special estate tax lien—The special estate 
tax lien comes into existence without any 
recordation upon the death of a decedent. 
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The lien attaches to all property includable 
in the “gross estate” for federal estate tax 
purposes and therefore applies to property 
that may not be subject to probate, such as 
property in joint tenancy or gifts in con- 
templation of death. (Detroit Bank v. U. S., 
43-1 ustc $9224, 317 U. S. 329.) The 
special estate tax lien lasts for ten years, 
unless the tax it secures is paid at an earlier 
date. 


Section 6324(a)(1) specifically provides 
that the part of the gross estate used for 
the payment of charges against the estate 
and expenses of administration is not sub- 
ject to the special estate tax lien. In addi- 
tion, effective January 1, 1955, the special 
lien is divested from any property subject 
to the lien which is transferred to a bona- 
fide purchaser, mortgagee or pledgee for 
an adequate and full consideration in money 
or money’s worth by any of the following 
persons: the decedent’s spouse; a trans- 
feree; trustee (except a trustee under an 
employees’ trust qualified under Code Sec- 
tion 401(a)); surviving joint tenant; person 
in possession of such property by reason 
of the exercise, nonexercise, or release of 
a power of appointment; or a beneficiary. 
(Code Section 6324(a)(2).) If the special 
estate tax lien is divested in the foregoing 
manner, a lien in a like amount is estab- 
lished on all property of the person making 
the transfer divesting the lien. Apparently 
reference to a death in the chain of title 
does not affect the bona-fide status of a 
purchaser from a surviving joint tenant. 


(Rev. Rul. 56-144, 56-1 CB 563.) 


It should be noted that judgment creditors 
receive no protection under Section 6324 
(a)(2) and that the special estate tax lien 
is not divested from the property trans- 
ferred if the executor makes a transfer 
before he is discharged from personal lia- 
bility under Section 2204. After the exec- 
utor is discharged under Section 2204, the 
special lien continues in effect against the 
gross estate (whether or not distributed) 
as security for any future estate tax defi- 
ciency. However, the lien will be divested 
from any property transferred to a bona- 
fide purchaser, mortgagee or pledgee for 
an adequate and full consideration in money 
or money’s worth and thereafter will attach 
only to the consideration paid. 


The special estate tax lien is invalid 
against any bona-fide purchaser, mortgagee 
or pledgee of a security who, at the time 
of the purchase, mortgage or pledge, had 
no actual notice or knowledge of the exist- 
ence of the lien. (Code Section 6324(c).) 
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For a definition of security see pages 686- 
687 of the text. 


The estate tax lien created under Section 
6324(a) is a completely separate lien from 
the lien established under Section 6321, and 
the United States may enforce either of 
these liens or both of them. (Detroit Bank 
v. U. S., cited above.) The special estate tax 
lien has priority over state tax liens that arise 
subsequent to the decedent’s death, regard- 
less of the priority given to state liens under 
state law. (State of Michigan v. U. S., 43-1 
ustc § 10,002, 317 U. S. 338.) 


Special gift tax lien—The special gift tax 
lien arises at the time the gift is made and 
lasts for ten years. (Code Section 6324 
(b).) The lien is divested from any prop- 
erty transferred by the donee to a bona-fide 
purchaser, mortgagee or pledgee for an 
adequate and full consideration in money 
or money’s worth. However, if the lien is 
divested in the foregoing manner, a lien in 
a like amount is established on all property 
of the person making the transfer divesting 
the lien. 

The special gift tax lien is invalid against 
mortgagees, pledgees and purchasers of secu- 
ties for an adequate and full consideration 
in money or money’s worth, who were with- 
out actual notice or knowledge of the 
existence of the special gift tax lien at the 
time of the purchase, mortgage or pledge. 
(Code Section 6324(c).) The special gift 
tax lien is independent from the lien created 
under Section 6321, and either lien or both 
of them may be enforced by the United 
States. 


Transferee Liability 


Even though a taxpayer disposes of all 
of his property before the federal tax lien 
comes into existence, the United States may 
still be able to collect any taxes due by 
following the property to the new owner. 
Before 1926, the United States, like any 
other creditor, had to follow assets by 
suing the taxpayer at law and bringing a 
creditor’s bill in equity against the trans- 
feree after execution was returned unsatisfied. 


In 1926 Congress passed the forerunner 
of Code Sections 6901-6904, allowing the 
United States to use the same assessment 
procedure against transferees as is available 
against taxpayers. (See description of assess- 
ment procedure beginning at page 680 in 
the text.) Hence, Section 6901 provides 
that the liability at law or in equity of a 
transferee for income taxes, estate taxes, 
gift taxes, other taxes imposed by the 1954 
Code arising out of the liquidation of a 
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partnership or corporation or out of a cor- 
porate reorganization, and the liability of 
a fiduciary, shall be assessed and collected 
in the same manner as the tax with respect 
to which the liabilities were incurred. (For 
effective date see Code Section 7851(a)(6).) 
Liability of a transferee relating to taxes 
other than those described in Section 6901 
may be established by the United States 
only under applicable state law. 


Section 6901 does not create any new 
liability upon the transferee. (Oswego Falls 
Corporation v. Commissioner, 4 ustc { 1311, 
71 F. (2d) 673 (1934).) It is an alterna- 
tive remedy to the government, in addition 
to the other remedies available, such as the 
right of the United States to sue as a 
creditor under provisions of the Bulk Sales 
Act. (U. S. v. Goldblatt Brothers, Inc., 42-2 
ustc { 9486, 128 F. (2d) 576.) 


Transferee liability for income tax.—Basis 
for liability—The greatest emphasis in this 
portion of the article is on the liability of 
a transferee for income taxes. The require- 
ments for liability are as follows: (1) The 
transferor must be liable for the tax. (2) 
The transfer must have taken place during 
or after the year in which the tax liability 
arose. (3) All reasonable remedies at law 
against the transferor must be exhausted. 
(4) The transferee must be liable at law 
or in equity. (5) There must have been a 
transfer of property to a transferee. 


Transferor liable for tax —Because the lia- 
bility of a transferee is secondary, a pre- 
requisite to transferee liability is a transferor 
of property who owes a tax. Payment of 
the tax by the transferor extinguishes the 
liability of the transferee. (Sara E. Car- 
penter, CCH Dec. 5081, 16 BTA 98 (1929).) 
Similarly, payment by one transferee re- 
duces the liability of other transferees by 
the amount of the payment. (J. Warren 
Leach, CCH Dec. 19,938, 21 TC 70 (1953), 
acq., 1954-2 CB 4.) However, payment 
under protest by one transferee who imme- 
diately files a claim for refund does not dis- 
charge the liability of the other transferees. 
(Peir v. Commissioner, 38-1 ustc § 9299, 96 
F. (2d) 642 (CCA-9).) 


Transfer during or after taxable year.—The 
underlying thesis of transferee liability is 
that the transfer has wrongfully deprived 
the United States of a chance to satisfy the 
tax debt out of the asset transferred. This 
chance never existed where the transfer 
was made prior to the taxable year involved. 
Therefore, no transferee liability can arise 
when the transfer is made before the year 
in which the tax liability is created. (Transo 
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Oil Corporation, CCH Dec. -13,577(M), 2 
TCM 974 (1943).) A transfer during or 
after the taxable year is sufficient to create 
transferee liability even though, at the time 
of the transfer, the tax has not been assessed 
or is not due. (Continental Baking Company 
v. Helvering, 35-1 ustc J 9034, 75 F. (2d) 243 
(CCA of D. C., 1934).) 


Reasonable remedies at law against trans- 
feror exhausted—Since the liability of a 
transferee is secondary, the government 
must exhaust all /egal remedies against the 
transferor before attempting to collect from 
the transferee. (Tena N. DeSalvo, CCH 
Dec. 20,936(M), 14 TCM 249 (1955).) How- 
ever, the United States need not perform 
useless acts such as suing a corporation 
stripped of its assets (U. S. v. Garfunkel, 
1931 CCH 9512, 52 F. (2d) 727 (DC 
N. Y.)), or suing in a foreign jurisdiction 
which would not enforce the revenue laws 
of this country. (George M. Newcomb, CCH 
Dec. 20,895, 23 TC 954 (1955), acq., 1955-2 
CB 7.) On the other hand, the transferee 
may not insist that the government exercise 
any equitable remedies available to it, such 
as an injunction, to collect the tax from the 
transferor. (Samuel Wilcox, CCH Dec. 
18,155, 16 TC 572, aff’d per curiam, 52-1 ustc 
4 9179, 194 F. (2d) 102 (CA-2).) 

Transferee must be liable at law or in equity. 
—The requirement that the transferee must 
be liable at law or in equity has raised a 
number of problems. 

(1) Liability at law 

A transferee may be liable at law either 
by contract or by operation of law. (Contra, 
but questionable: U. S. v. Scott, 48-1 ustc 
q 9193, 167 F. (2d) 301 (CA-8).) 


Scope of contractual obligation—The 
clearest case of liability by contract arises 
when a purchaser of assets expressly argees 
to pay specified taxes of the transferor as 
part of the purchase price. (American Equi- 
table Assurance Company v. Helvering, 1933 
CCH 9613, 68 F. (2d) 46 (CCA-2).) Under 
Code Section 6901, the government can use the 
assessment procedure to enforce its rights 
as a third-party beneficiary under the con- 
tract, provided the promise was made in 
connection with a transfer of assets to the 
promissor..(See James M. Denton, CCH Dec. 
19,996, 21 TC 295 (1953), acq., 1954-1 CB 
4.) The existence of liability at law does not 
depend upon the transferor’s insolvency at 
the time of the transfer. (Helvering v. Wheel- 
ing Mold and Foundry Company, 4 ustc 1304, 
71 F. (2d) 749 (CCA-4), cert. den., 293 
U. S. 603.) 
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Unless the transferee specifically promises 
to pay the tax in question, the scope of his 
promise must be examined to see whether 
it includes liability for the tax. A promise 
to pay all of the debts of the transferor in- 
cludes his liability for taxes, whether or not 
assessed. (California Iron Yards Corporation 
v. Commissioner, 36-1 ustc J 9204, 82 F. (2d) 
776 (CCA-9).) On the other hand, the assump- 
tion of “current bills” by the transferee does 
not include taxes for prior years, but may 
encompass taxes created during the years 
in which the transaction takes place. (Com- 
missioner v. Keller, 3 ustc ¥ 964, 59 F. (2d) 
499 (CCA-7).) An interesting recent case 
on this question is Cold Metal Process Com- 
pany, CCH Dec. 21,657, 25 TC 1333 (1956), 
now on appeal in the Sixth Circuit. 


Prior to the 1954 Code, considerable liti- 
gation arose concerning the transferee lia- 
bility of the purchaser of all the assets of a 
business. If the purchaser agreed to pay all 
liabilities, was he then liable for the seller’s 
capital gain on the sale? (Compare Reid Ice 
Cream Corporation v. Commissioner, 3 ustc 
7 954, 59 F. (2d) 189 (CCA-2, 1939), with 
Shepard v. Commissioner, 39-1 ustc J 9248, 101 
F. (2d) 595 (CCA-7).) This problem can 
sometimes be avoided under Code Section 337, 
which allows a liquidating corporation to 
sell all of its assets without the recognition 
of gain. 


Liability by operation of law.—Liability 
may be imposed on a transferee by statute, 
provided the statute makes him secondarily, 
and not primarily, liable. For example, Cali- 
fornia Corporations Code Section 4116 pro- 
vides that upon merger or consolidation, the 
consolidated or surviving corporation shal! 
be subject to all the debts and liabilities of 
each constituent corporation, as if it had 
itself incurred them. Therefore, Section 4116 
does not permit the government to proceed 
against the remaining corporation under the 
transferee statute. (See Oswego Falls Cor- 
poration v. Commissioner, cited above.) 


(2) Liability in equity 


In states such as California which have 
enacted laws based on the Uniform Fraudu- 
lent Conveyance Act, a prerequisite to lia- 
bility in equity is either a showing that the 
transferor intended to hinder, delay, or de- 
fraud creditors, or a showing that the trans- 
feror was insolvent immediately after the 
transfer. (George M. Newcomb, cited above; 
William Wiener, CCH Dec. 16,947, 12 TC 
701 (1949).) 


In determining whether the transferor is 
insolvent, the fair market value of his assets 
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is compared with his liabilities, including 
taxes, penalties and interest to the date of 
transfer. (J. Warren Leach, cited above.) 
Included among the liabilities of the trans- 
feror are tax obligations whose existence 
was unknown at the time of the transfer. 
(J. Warren Leach, cited above.) However, 
in calculating the value of the transferor’s 
assets, only those items which could be 
reached by the Commissioner to satisfy the 
tax debt are considered. (Arlington F. Brown, 
CCH Dec. 21,024, 24 TC 256 (1955), acq., 
1955-2 CB 4.) Since the federal exemption 
laws are much more strict than the state 
exemption laws, a transferor may be insol- 
vent as far as his state creditors are con- 
cerned, but solvent for federal tax purposes. 


A transferee who has given full consider- 
ation is not liable in equity. Nevertheless, 
neither a mere promise to support the trans- 
feror, nor an actual payment to the creditors 
of the transferor constitutes full considera- 
tion, unless the transferee can show that the 
creditor had priority over the United States. 
(Fada Gobins, CCH Dec. 19,218, 18 TC 1159, 
aff'd per curiam, 55-1 ustc { 9160, 217 F. (2d) 
952 (CA-9).) 


(3) Choice of federal or state law 


The statute provides that liability at law 
or in equity of a transferee shall be assessed 
by summary procedure. There has been 
much confusion as to whether the italicized 
phrase refers to state or federal law. During 
the 1940’s, it was held that it refers to 
federal law. (Pearlman v. Commissioner, 46-1 
ustc 79151, 153 F. (2d) 560 (CCA-3); 
Kieferdorf v. Commissioner, 44-1 uste J 9323, 
142 F. (2d) 723 (CCA-9).) These cases 
appear to state the law in effect today in 
their respective circuits. They are based 
on the theory that federal taxation is a 
federal function which should be governed 
by federal law unless Congress clearly ex- 
presses a contrary intent. A Congressional 
intention to have state law govern should 
not be easily inferred, since the federal tax 
law should be uniformly applied throughout 
the country. 


During the past few years, the trend in 
other circuits has been to hold that while 
federal law defines who is a transferee, 
state law determines who is liable at law 
or in equity. In the leading case of Rowen 
v. Commissioner, 54-2 ustc 99571, 215 F. 
(2d) 641 (CA-2), the court reasoned that 
Congress must have intended to incorporate 
local law concerning liability at law or in 
equity since “we know of no other law.” 
(See also U. S. v. Behrens, cited above, and 
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Stern v. Commissioner, cited above.) This 
reasoning ignores the fact that the trans- 
feree statute was enacted in 1926 when the 
federal courts applied their own equity iaw 
and their own common law. The question 
of state versus federal law has arisen most 
frequently in life insurance cases of which 
the cases cited in this section are typical. 


Transfer of assets to a transferee 
(1) What is a transfer? 


Transferee liability arises because of the 
transfer of assets which might have been 
available to the government in satisfaction 
of taxes owed by the transferor. A person 
who has not received any assets is not liable 
as a transferee. (James M. Denton, cited 
above.) Similarly, a person who receives 
assets as the agent of another, rather than 
as the beneficial owner, is not liable as a 
transferee. (Kizzie Gordon, CCH Dec. 7868, 
27 BTA 377 (1932), acq., XII-1 CB 5.) 


It is not clear whether a surviving widow 
is a transferee of property when the probate 
court, which has jurisdiction of all com- 
munity property on the prior death of the 
husband, sets aside her one-half interest 
in the community property for her. The 
few cases dealing with this question have 
indicated that the surviving widow is a 
transferee of her one-half interest in the 
community property, even though this in- 
terest was vested in her prior to her hus- 
band’s death. However, the point does not 
appear to have been thoroughly considered. 
(See Kieferdorf v. Commissioner, cited above; 
Estate of Paul M. Vandenhoeck, CCH Dec. 
14,150, 4 TC 125, 139 (1944), acq., 1944 CB 
29; compare Estate of Cushing, 113 Cal. App. 
(2d) 319 (1952.) Since the probate court 
does not obtain jurisdiction of the husband’s 
one-half interest in the community property 
upon the wife’s prior death, it seems unlikely 
that the husband will be deemed a trans- 
feree of his interest in the community prop- 
erty, though the United States, as a creditor, 
could still proceed under state law. 

Of course, if the decedent and the sur- 
viving spouse filed a joint income tax return 
with respect to a year for which unpaid 
taxes exist, the question of transferee lia- 
bility is not presented, since both spouses 
are primarily liable for the unpaid taxes. 
(Code Section 6013(d)(3).) 

(2) Life insurance transfer problems. 


Has there been a transfer of assets from 
the decedent to the beneficiary when the 
proceeds of a life insurance policy are paid 
to the beneficiary by the life insurance 
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company? A transfer from the decedent to 
the beneficiary clearly exists where the 
proceeds of the policy are paid to the estate 
of the insured and are subsequently dis- 
tributed to legatees or heirs, or are set aside 
to a widow under California Probate Code 
Section 660. (Kieferdorf v. Commissioner, 
cited above.) 


In the event a life insurance policy is 
made payable directly to a beneficiary other 
than the decedent’s estate, it is not as clear 
that the decedent has transferred anything 
to the beneficiary, and obviously his estate 
has made no transfer. Where a policy had 
no cash surrender value on the date of 
death, it has been held that there was no 
transfer of assets from the insured who had 
retained all of the incidents of ownership 
in the policy. (Tyson v. Commissioner, 54-1 
ustc { 9353, 212 F. (2d) 16 (CA-6).) On the 
other hand, where the policy had a cash 
surrender value, the appellate courts have 
usually held that a transfer has been made 
from the insured to the beneficiary. In 
effect, the cash surrender value of the policy 
previously held by the insurance company 
for the benefit of the insured has been trans- 
ferred to the beneficiary, as part of the 
larger sum representing the death benefits. 
This is enough to constitute a transfer of 
assets from the insured to the beneficiary. 
(U. S. v. Behrens, cited above; Rowen v. 
Commissioner, cited above; U. S. v. New, 
54-2 ustc § 9706, 217 F. (2d) 166 (CA-7); 
U. S. v. Truax, 55-1 ustc § 9486, 223 F. (2d) 
229 (CA-5); U. S. v. Bess, 57-1 ustc J 9528 
(CA-3).) The Sixth Circuit has gone even 
further in protecting the beneficiary by hold- 
ing the entire life insurance proceeds exempt 
on the theory that there has been no trans- 
fer to the beneficiary. (Stern v. Commis- 
sioner, cited above.) 


However, the Tax Court has consistently 
held the beneficiary liable as a transferee 
to the full extent of the face amount of the 
policy, refusing to follow the circuit court 
cases cited above. Mary Stoumen, CCH 
Dec. 22,303, 27 TC —, No. 125 (1957) 


is one of the latest cases in a long series. 


Since insolvency at the time of transfer 
is a prerequisite to transferee liability in 
equity, an important question with respect 
to transferee liability in connection with life 
insurance policies is when the transfer took 
place. Three possible events constituting 
the transfer are the date of payment of the 
first premium, the various dates of payment 
of each premium, with transferee liability 
limited to the extent of the increase in the 
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cash surrender value resulting from the 
premium payments during insolvency, and 
the date of the insured’s death. In the 
Rowen case, the first and the last of these 
possibilities were applied in different parts 
of the opinion. The Behrens case prefers the 
latter theory which, in our opinion, seems 
to be the most logical one. 


Of course, an inter-vivos assignment of a 
policy having a cash surrender value can 
subject the assignee to transferee liability. 
(Reinecke v. Commissioner, 55-1 uste § 9305, 
220 F. (2d) 406 (CA-8).) 


Transfer to successive transferees.—A 
transferee of a transferee may be liable for the 
tax liability of the original transferor to the 
extent that the second transferee received as- 
sets identified as originally belonging to the 
transferor. Transferee liability can be asserted 
against the second transferee if the first trans- 
feree was liable as such, and if the second 
transferee acquired the assets under circum- 
stances making him liable at law or in 
equity for the liabilities of the first trans- 
feree. (Continental Oil Company v. U. S., 
36-1 ustc § 9266, 14 F. Supp. 533 (Ct. Cls.), 
cert. den., 301 U. S. 694; Atlas Plywood 
Company, CCH Dec. 5383, 17 BTA 156 
(1929), acq., IX-1 CB 3; Ethel H. Nau, CCH 
Dec. 22,299, 27 TC —, No. 122 (1957).) 


Scope of transferee liability.—Since trans- 
feree liability arises out of the receipt of 
assets, a transferee is personally liable in an 
amount equal to the fair market value of the 
assets he has received, less encumbrances 
thereon, and less the value of assets still 
owned by the transferor which the United 
States could levy upon. (W. Cleve Stokes, 
CCH Dec. 20,362, 22 TC 415 (1954), acq., 
1954-2 CB 5; Anne Gatto, CCH Dec. 19,810, 
20 TC 830 (1953), acq., 1954-1 CB 4.) Thus, 
a corporation acquiring all of the assets of 
an insolvent corporation as assignee for the 
benefit of creditors was not liable as a 
transferee where all of the assets were dis- 
tributed to or for the benefit of preferred 
creditors. (Leetonia Furnace Company, CCH 
Dec. 7080, 23 BTA 979 (1931), nonacq., 
XI-1 CB 10.) 


Is the liability of a transferee strictly 
limited to the fair market value of the assets 
received? Under a recent case, the scope 
of transferee liability has been extended to 
include interest on the assets received from 
the date the transferee was notified of his 
liability. (Voss v. Wiseman, 56-1 ustc { 9549, 
234 F. (2d) 520 (CA-10).) The Tax Court 
has suggested that the scope of transferee 
liability is increased by dividends and gains 
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on the sale of stock purchased with the 
proceeds of transferred assets. (Louise Noell, 
CCH Dec. 20,498, 22 TC 1035 (1954), sup- 
plemented on other issues, CCH Dec. 21,040, 
24 TC 329, appeal dismissed, 234 F. (2d) 
665 (CA-8, 1956).) 


If the transferee returns money to the 
transferor during the period in which the 
tax may be assessed against the transferor, 
the transferee’s liability is extinguished to 
that extent, absent collusion. (Fada Gobins, 
cited above.) However, returning the prop- 
erty after receiving notice of transferee 
liability may not be a defense. (Louise 
Noell, cited above.) 


The liability of transferees is several so 
that it is no defense that other transferees 
are not joined. Joinder would place too 
great a burden on the government. How- 
ever, the transferee who pays more than a 
fair share of the total liability may bring 
a separate action for contribution against 
his fellow transferees. (Phillips-Jones Cor- 
poration v. Parmley, 37-2 ustc $9573, 302 
U. S. 233.) 


Illustrations of transferee liability —A 
person who receives property under various 
circumstances may be a transferee. Code 
Section 6901(h) states in part that the term 
transferee includes a donee, heir, legatee, 
devisee and distributee. The regulations 
give further examples of transferees, such 
as shareholders of dissolved corporations 
and successive corporations in a reorganiza- 
tion. The status of donees, legatees and 
heirs as transferees is self-evident and will 
not be discussed further. Two recent cases 
involving such transferees are Estate of 
George L. Cury, CCH Dec. 20,666, 23 TC 
305 (1954), and W. Cleve Stokes, cited 
above. 


Status of surviving joint tenant.—A donee 
of property is not subject to transferee lia- 
bility if he becomes the surviving joint tenant 
of property, provided the joint tenancy was 
created when the donor was solvent and not 
with intent to hinder or defraud creditors. 
(Irvine v. Helvering, 38-2 ustc § 9560, 99 F. 
(2d) 265 (CCA-8); Tooley v. Commissioner, 
41-2 ustc J 9540, 121 F. (2d) 350 (CCA-9).) 
Even though the government has sometimes 
conceded the validity of this rule (U. S. v. 
Bess, 55-2 ustc { 9673, 134 F. Supp. 467, 
fn. 2 (DC N. J.), the Tax Court has stated 
that the law relating to joint tenancies and 
transferee liability “does not appear to be 
too well settled.” (Estate of Joseph Nitto, 
CCH Dec. 17,294, 13 TC 858, 868 (1949).) 
In any event, it is clear that the creation of 
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a joint tenancy by an insolvent person who 
owes taxes will subject the survivor to 
transferee liability. (Arlington F. Brown, 
cited above.) 


Corporate transactions—A large number 
of transferee liability cases involve corpora- 
tions and their shareholders. Throughout 
its existence, a corporation may become in- 
volved in problems of transferee liability. 


(1) Organization. 


Organization of a corporation may make 
the corporation liable as the transferee of 
its shareholders. (See Kamen Soap Products 
Company v. Commissioner, 56-1 ustc { 9360, 
230 F. (2d) 565 (CA-2).) In general, how- 
ever, courts have been reluctant to impose 
transferee liability on a newly formed cor- 
poration. (U. S. v. Worley, 54-1 uste J 9427, 
213 F. (2d) 509 (CA-6), cert. den., 348 
U. S. 918; Gitelson v. Riddell, 52-1 ustc 
{ 9274 (DC Calif.); Youngren v. Chase, 53-1 
ustc J 9358 (DC Idaho).) 


(2) Conduct of corporate business. 


Payment of a dividend which renders the 
corporation insolvent makes each stock- 
holder severally liable for unpaid corporate 
taxes to the extent of the dividend, not just 
to the extent the corporation was rendered 
insolvent. (Scott v. Commissioner, 41-1 ustc 
{ 9243, 117 F. (2d) 36 (CCA-8).) In deter- 
mining transferee liability, as in other areas 
of tax law, payments which on their face 
do not appear to be dividends may be 
treated as such. Thus, excessive compen- 
sation paid to officer-shareholders of a cor- 
poration is treated as a dividend and wili 
subject the officers to transferee liability 
if the corporation is rendered insolvent by 
such payment. (Charles E. Smith & Com- 
pany v. Commissioner, 50-2 ustc { 9470, 184 
F. (2d) 1011 (CA-6), cert. den., 340 U. S. 
953.)» Similarly, rental payments made by 
tenants of a landlord corporation directly 
to the corporation’s shareholders will sub- 
ject the shareholders to transferee liability. 
(Commissioner v. Western Union, 44-1 ustc 
7 9254, 141 F. (2d) 774 (CCA-2), cert. den., 
322 U. S. 751.) 


(3) Liquidation of corporation. 


Closely analogous to dividends are pay- 
ments in complete liquidation, which also 
subject the former shareholders to transferee 
liability. (Fairless v. Commissioner, 3 ustc 
71170, 67 F. (2d) 475 (CCA-6, 1933).) 
When a series of payments in complete 
liquidation are made, the shareholders will 
be liable to the full extent of the liquidating 
payments, even though the corporation did 
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not become insolvent by virtue of the first 
few payments in the series. (Botz v. Helver- 
ing, 43-1 ustc § 9374, 134 F. (2d) 538 
(CCA-8).) Whether a specified payment 
is one of the series of liquidating payments 
is a question of fact. (See Benoit v. Com- 
missioner, 56-2 ustc § 10,058, 238 F. (2d) 
485 (CA-1).) 


The former stockholders remain liable as 
transferees, even though they use the pro- 
ceeds of liquidation to pay the debts of the 
corporation, unless they can show that the 
debts paid had priority over the United 
States. (Hutton v. Commissioner, 3 ustc 
7 948, 59 F. (2d) 66 (CCA-9, 1932).) Thus, 
in liquidating a corporation, the attorney 
should either use a liquidating trustee or 
follow the practice of paying any tax claims 
before making any distribution to the share- 
holders. To facilitate this procedure, a liqui- 
dating corporation may request a prompt 
assessment of its taxes. (Code Section 
6501(d).) 


There is some question as to whether cor- 
porate repayment of a loan to a stockholder- 
lender may render the stockholder liable as 
a transferee. A stockholder was not held 
liable as a transferee when his loan was re- 
paid prior to the time that the tax had been 
assessed. (Weil v. Commissioner, 37-2 ustc 
7 9428, 91 F. (2d) 944 (CCA-2).) However, 
a recent Tax Court decision indicates that a 
stockholder-creditor may be liable as a 
transferee upon repayment of his loan. 
(Powers Photo Engraving Company, Inc., 
CCH Dec. 18,528, 17 TC 393, 403, remanded 
on other issues, 52-2 ustc 9369, 197 F. 
(2d) 704 (CA-2).) Clearly in the case of a 
thin incorporation, where a shareholder’s 
loan is found to be a contribution to capital, 
repayment of the purported loan will im- 
pose transferee liability on the stockholder. 
(Powers Photo Engraving Company, , Iac., 
cited above.) 


(4) Sale of stock. 


A sale of stock by a shareholder is not a 
’ corporate distribution and, therefore, does 
not create transferee liability with respect 
to corporate tax obligations. (J. T. S. 
Brown’s Son Company, CCH Dec. 16,388, 10 
TC 840, acq., 1948-2 CB 1.) Prior to the 
1954 Code, much litigation concerned the 
factual question of whether a shareholder 
chad sold his stock or first liquidated the cor- 
poration and then sold its assets. 


Corporate reorganizations.—The most trou- 
blesome transferee liability cases are in the 
area of corporate reorganizations. (As used 
in this section the word “reorganization” is 
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not limited to a reorganization which quali- 
fies as a tax-free reorganization.) In the 
typical reorganization, all of the assets of 
an old corporation are acquired by a new 
corporation, and the stockholders of the old 
corporation become stockholders of the new 
corporation. Either these shareholders, the 
new corporation, or both, may be liable as 
transferees, depending on the mechanics 
used in implementing the reorganization. 


(1) Transferee liability of new corporation. 


General ruie.—The general rule setting 
forth the transferee liability of a new cor- 
poration in the typical reorganization has 
been stated as follows: Where the old cor- 
poration transfers all of its assets to the new 
corporation, the new corporation is not lia- 
ble for the debts of the old corporation 
except where (1) the new corporation as- 
sumes such debts expressly or by implica- 
tion, (2) the transaction amounts to a 
merger or consolidation, (3) the new cor- 
poration is a mere “continuation” of the old 
corporation, or (4) the transaction is en- 
tered into fraudulently to escape the liability 
for taxes. (West Texas Refining & Devel- 
opment Company v. Commissioner, 3 ustc 
¥ 1202, 68 F. (2d) 77 (CCA-10).) 

Meaning of a purchase.—Under the fore- 
going rules, as is generally true with trans- 
feree liability, a purchaser for value who 
does not assume the seller’s liabilities is not 
liable as a transferee. However, the border- 
line between a purchase of assets, on the one 
hand, and a merger, consolidation or mere 
continuation which may impose transferee 
liability, on the other, is not sharply defined. 
(See Metropolitan Securities Corporation, 
CCH Dec. 5912, 19 BTA 299 (1930), nonacq,., 
IX-2 CB 78, app. dism’d, 1931 CCH { 9255, 
51 F. (2d) 1025 (CCA-6); Signal Gasoline 
Corporation, CCH Dec. 7433, 25 BTA 532 
(1932); Continental Baking Company v. Hel- 
vering, cited above; Magnolia Window Glass 
Company, CCH Dec. 7121, 23 BTA 1242 
(1931); Waterproofed Products Company, 
CCH Dec. 7450, 25 BTA 648 (1932); Vendig 
v. Commissioner, 56-1 ustc $9208, 229 F. 
(2d) 93 (CA-2).) 


The salient principles to be derived from 
the foregoing cases are that the stock of un- 
proven value of a new corporation which is 
issued in exchange for the assets of an old 
corporation does not constitute adequate 
consideration. Hence, the new corporation 
is not a purchaser within the above rule, 
and may be liable. (Signal Gasoline Cor- 
poration, cited above.) Similarly, if the assets 
and officers of the new corporation are iden- 
tical to those of the old corporation, the 
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new corporation is a “mere continuation” of 
the old corporation and is not a purchaser 
within the above rule. (Magnolia Window 
Glass Company, cited above.) 


Reorganizations constituting fraud—The 
receipt of assets by the new corporation 
and the issuance of its stock directly to the 
stockholders of the old corporation have been 
labeled as fraud within the rule set forth 
above. In effect, the new corporation has 
left the old corporation without assets and 
unable to pay its taxes. Therefore, the new 
corporation will be held to be a trustee for 
the benefit of creditors, one of whom is the 
United States. (Shepard v. Commissioner, 
cited above; California Iron Yards v. Com- 
missioner, 36-1 ustc 9204, 82 F. (2d) 776 
(CCA-9).) 

(2) Transferee liability of shareholders 
of old corporation. 


The principle that shareholders of a dis- 
solved corporation may be liable as trans- 
ferees is clearly applicable to corporate 
reorganizations. Therefore, if in exchange 
for assets the new corporation transfers its 
stock to the old company, which in turn dis- 
tributes this stock to its shareholders in 
liquidation, the shareholders are liable as 
transferees. (Fairless v. Commissioner, cited 
above.) 


There is a conflict over whether the share- 
holders of the old corporation are liable as 
transferees if they receive the stock of the 
new corporation directly from the new cor- 
poration. In Bates Motor Transport Lines, 
Inc. v. Commissioner, 52-2 ustc J 9564, 200 F. 
(2d) 20 (CA-7), the court held such stock- 
holders liable as transferees since the issu- 
ance of the new corporation’s stock directly 
to them was essentially a distribution by the 
old corporation in complete liquidation. A 
contrary result was reached in Vendig v. 
Commissioner, cited above. Here the court 
held that Mrs. Vendig was not liable as a 
transferee, since she had not received any 
assets from the old corporation. The differ- 
ence in these two cases may have resulted 
from the different factual situations before 
the courts. 


Transferee liability for estate and gift 
taxes.—As previously pointed out, Code Sec- 
tion 6901 provides the United States with a 
summary remedy against transferees with 
respect to estate and gift taxes, as well as 
with respect to income taxes. 


Section 6324, which imposes a special lien 
for unpaid estate and gift taxes, also im- 
poses personal liability on certain individuals 
if such taxes are “not paid when due.” 
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Since Section 6324 imposes a broad liability 
at law in this area, liability in equity has 
rarely been relied upon in cases against 
transferees with respect to estate and gift 
taxes. Nevertheless, it should not be for- 
gotten that a potential transferee liability 
in equity for estate and gift taxes lurks in 
the background, provided that all of the ele- 
ments of transferee liability in equity are 
present. See pages 692-693 of the text. 


Gift tar—Code Section 6324(b) states: 
“If the tax is not paid when due, the donee 
of any gift shall be personally liable for 
such tax to the extent of the value of such 
gift. . . .” Thus the only elements which 
must be established for transferee liability 
for gift taxes are (1) that the donor has 
incurred a gift tax, for a gift to amy person, 
(2) that the gift tax was not paid when 
due and (3) that the donee received a gift. 
(Chase National Bank of New York, CCH 
Dec. 21,396, 25 TC 617 (1955).) The 
donee’s liability is limited to the fair market 
value of the gift he has received. (But see 
pages 694-695 of the text.) If the above ele- 
ments are present, gift tax transferee lia- 
bility has been established, and it is com- 
pletely irrelevant that the statute of limita- 
tions bars collection from the donor, that 
the donor was at all times solvent and able 
to pay the tax, or that the gift to the donee 
against whom transferee liability is asserted 
did not produce a gift tax. (Baur v. Com- 
missioner, 44-2 ustc § 10,146, 145 F. (2d) 338 
(CCA-3).) 


(1) Donee defined. 


The term donee is not limited to a per- 
son who receives an outright gift. It in- 
cludes the beneficiary of a trust set up as a 
gift for his benefit. (Mississippi Valley 
Trust Company v. Commissioner, 45-1 ustc 
7 10,175, 147 F. (2d) 186, (CCA-8), aff’g 
CCH Dec. 13,274(M), 2 TCM 254.) It has 
been held that a contingent beneficiary who 
may never receive possession of any part of 
the gift is liable as a transferee for gift tax 
purposes. The contingency merely affects 
the value of the gift and limits the extent of 
transferee liability but des not affect the exist- 
ence of transferee liability. (Fidelity Phila- 
delphia Trust Company, CCH Dec. 13,884, 3 
TC 670 (1944), aff'd, per curiam, 45-1 ustc 
{ 10,176, 147 F. (2d) 290 (CCA-3).) The 
term “donee” also includes a trustee, al- 
though the courts reach this conclusion on 
two different theories. (See Section 6903 
and compare Fletcher Trust Company v. Com- 
missioner, 44-1 ustc J 10,090, 141 F. (2d) 36 
(CCA-7), cert. den. 323 U. S. 711, with 
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Fidelity Trust Company v. Commissioner, cir- 
cuit court opinion cited above.) 


(2) Value of gift. 


The value of the gift is reduced by any 
encumbrances existing against the property 
at the time of the gift, but not by the lien 
for any unpaid gift tax which arises by 
virtue of the gift. (Harold Pitcairn, CCH 
Dec. 13,996(M), 3 TCM 584 (1944).) How- 
ever, the value of the gift is reduced by any 
tax liability of the donor (other than the 
gift tax resulting from the gift) paid by 
the donee by reason of transferee liability. 
(Fred G. Gruen, CCH Dec. 12,892, 1 TC 130 
(1942), acq., 1943 CB 10. 


(3) Contribution among transferees. 


Since each donee is severally liable for the 
donor’s gift tax, the donee-transferee who 
pays more than his fair share of the tax is 
entitled to contribution. (Nebel v. Nebel, 
44-1 ustc J 10,081, 28 S. E. (2d) 207 (1943).) 
It is an open question whether contribution 
can be had from a donee whose gift did not 
produce any tax. Although such a donee is 
liable as a transferee, has he paid less than 
his “fair share” of the tax? 


However, it appears that a donee, who 
has paid a gift tax as a transferee, may not 
thereafter recover such payment from the 
donor. (Fidelity Union Trust Company v. 
Anthony, 51-1 uste { 10,817, 81 Atl. (2d) 191 
(S. Ct. N. J.).) 


Estate tax —Code Section 6324(a)(2) pro- 
vides in part: 

“If the estate tax . . . is not paid when 
due, then the spouse, transferee, trustee... 
surviving tenant, person in possession of 
the property by reason of the exercise, non- 
exercise, or release of a power of appoint- 
ment, or beneficiary, who receives, or has 
on the date of the decedent’s death, prop- 
erty included in the gross estate under sec- 
tions 2034 to 2042, inclusive, to the extent of 
the value, at the time of the decedent’s 
death, of such property, shall be personally 
liable for such tax.” 


(1) Property passing outside probate. 


Section 6324(a)(2) makes a person who 
inherits property from a decedent, which is 
included in the decedent’s gross estate for 
federal estate tax purposes, but which is 
not customarily subject to probate admin- 
istration, liable*“at law” for any unpaid 
estate tax liability to the extent of the fair 
market value of the property received. 
Examples of such persons are donees of 
gifts in contemplation of death (Agnes 
McCue, CCH Vee. 15,043(M) 5 TCM 141 
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(1946)) and life insurance beneficiaries. 
(Joseph E. Goar, CCH Dec. 17,899(M), 9 
TCM 854 (1950).) As in the case of trans- 
feree liability for gift taxes, it need only be 
shown that the petitioner received assets 
from the decedent in the manner described 
in Section 6324(a)(2), and that the estate 
tax liability has not been paid. If these 
elements are present, transferee estate tax 
liability exists, and it is irrelevant that the 
estate may still be in existence and solvent. 
(Equitable Trust Company, CCH Dec. 17,278, 
13 TC 731 (1949).) 


However, a transferee’s liability does not 
extend beyond the fair market value of the 
property so received. But see pages 694-695 
of the text. 


(2) Property subject to probate. 


The provisions of Section 6324(a)(2) im- 
pose personal liability for estate taxes on 
persons who receive property includable in 
the decedent’s gross estate under Sections 
2034-2042, although that property is gen- 
erally not subject to probate. The typical 
heir, legatee or devisee receives property 
subject to probate, which property is usually 
included in the decedent’s gross estate un- 
der Section 2033. 


Therefore, it would appear that all ele- 
ments of liability in equity, including the 
insolvency of the estate, must be shown before 
the typical heir, legatee, or devisee is liable as 
a transferee. (See Florence McCall, CCH 
Dec. 7608, 26 BTA 292 (1932), acq., XI-2 CB 
6, and Alex Harjo, CCH Dec. 9394, 34 BTA 
467 (1934).) In addition, the wording and 
legislative history of Section 6324 support 
this conclusion. (See Equitable Life Assur- 
ance Society, CCH Dec. 19,303, 19 TC 264 
(1952), acq., 1953-2 CB 4.) 


The Tax Court purported to overrule the 
McCall and Harjo cases in Equitable Trust 
Company, all cited above. The Equitable 
Trust case dealt with an inter-vivos trust in 
which the grantor reserved a life estate. 
Hence, the trust corpus was includable in 
the grantor’s gross estate under the provi- 
sions of the predecessor of Code Section 
2036, and not under the predecessor of Sec- 
tion 2033. It is submitted that the McCall 
and Harjo cases were correctly decided on 
their facts. The Equitable Trust case failed 
to distinguish between persons acquiring 
property includable in the decedent’s gross 
estate under Sections 2034-2042, as was true 
in that case, and persons acquiring property 
includable in the decedent’s gross estate 
under Section 2033, as was true in the Mc- 
Call and Harjo cases. 
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(3) Contribution. 


Since each transferee is severally liable 
for the unpaid estate tax, Section 2205 pro- 
vides that if he pays all or part of the 
estate tax, he may be entitled to reim- 
bursement from the estate. If the estate 
has been distributed, the transferee may 
have a right to contribution against the 
other transferees. 


It should also be noted that Sections 2206 
and 2207 give the executor the right to pro- 
ceed against life insurance beneficiaries and 
beneficiaries of the exercise of a taxable 
power of appointment, who receive prop- 
erty includable in the gross estate, for 
contribution to the estate tax paid by the 
_ executor, unless the decedent directs other- 
wise in his will. 


Personal liability of fiduciaries.—Any fidu- 
ciary, such as an executor, trustee or as- 
signee for the benefit of creditors, must be 
aware of the danger that he may be held 
personally liable for unpaid federal taxes. 
Liability for a decedent’s taxes may be im- 
posed upon an executor or administrator, 
even after he has been discharged by the 
state probate court. (See Viles v. Commis- 
sioner, 56-1 ustc $9539, 233 F. (2d) 376 
(CA-6).) Moreover, the problem of fidu- 
ciary liability is aggravated by the fact that 
the cases in this area are fragmentary. 


Section 3467 of the Revised Statutes (as 
amended) provides: 


“Every executor, administrator, or as- 
signee, or other person who pays, in whole 
or in part, any debt due by the person or 
estate for whom or for which he acts before 
he satisfies and pays the debts due to the 
United States from such person or estate, 
shall become answerable in his own person 
and estate to the extent of such payments 
for the debts so due to the United States, 
or for so much thereof as may remain due 
and unpaid.” 


Section 6901(a)(1)(B) of the Code al- 
lows the government to enforce this per- 
sonal liability of the fiduciary through the 
use of the same summary procedure em- 
ployed to enforce transferee liability. 


Who is a fiduciary?—An executor or ad- 
ministrator of a decedent’s estate is specifi- 
cally covered by Section 3467 of the Revised 
Statutes. The statutory term “assignee” 
includes trustees in bankruptcy (Jrving 
Trust Company, CCH Dec. 9684, 36 BTA 146 
(1937), acq., 1937-2 CB 15), receivers (Penn- 
sylvania Cement Company v. Bradley Con- 
tracting Company, 274 F. 1003 (DC N. Y.,, 
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1920) ), and assignees for the benefit of credi- 
tors (Northwestern Jobbers Credit Bureau, 
CCH Dec. 13,071, 1 TC 863 (1943)). A 
trustee of an inter-vivos or testamentary trust 
has been held to be an “other person” and, 
therefore, personally liable under Section 
3467. (G. P. Fitzgerald, CCH Dec. 14,291, 4 
TC 494 (1944), acq. and nonacq., 1945 CB 3, 
8.) 


The widow and her sons, to whom a tax- 
payer had conveyed nearly all of his prop- 
erty in order to evade the estate tax, have 
also been held personally liable as “other 
persons” under Section 3467. (Estate of 
Henry T. Wilson, CCH Dec. 13,612, 2 TC 
1059 (1943).) At least two cases have dis- 
cussed the possibility that corporate di- 
rectors may also be held liable as “other 
persons.” (See L. T. McCourt, CCH Dec. 
17,951, 15 TC 734 (1950); Edward G. Leuth- 
esser, CCH Dec. 19,210, 18 TC 1112 (1952).) 


Necessity of insolvency.—Section 3467 it- 
self does not require the person or estate for 
which the fiduciary is acting to be insol- 
vent. However, on numerous occasions the 
courts have stated that Section 3467 must 
be construed together with Section 3466 of 
the revised statutes. (U. S. v. Butterworth- 
Judson Corporation, 1 ustc ¥ 159, 269 U. S. 
504 (1926).) Section 3466 provides in part 
as follows: “Whenever any person in- 
debted to the United States is insolvent, or 
whenever the estate of any deceased debtor, 
in the hands of the executors or administra- 
tors, is insufficient to pay all the debts due 
from the deceased, the debts due to the 
United States shall be first satisfied. . . .” 


Thus, it would appear that insolvency of 
the person for whom the fiduciary acts is 
required before liability under Section 3467 
arises. (See Commissioner v. Green, 45-1 
ustc § 9220, 148 F. (2d) 157, 159 (CCA-9).) 
In the case of executors, fiduciary liability 
may arise if the debts of the estate exceed 
the estate’s assets at any time subsequent 
to the decedent’s death, even though the 
decedent died solvent. (Helen Dean Wright, 
CCH Dec. 8136, 28 BTA 543 (1933).) 


Payments by fiduciaries creating liability.— 
Section 3467 imposes personal liability on a 
fiduciary “who pays . . . any debt due by 
the person or estate for whom or for 
which he acts.” The section is inapplicable 
to the payment of the personal debts of the 
fiduciary, but such payment may make him 
liable as a transferee. (Edward G. Leuth- 
esser, cited above, acq. on this issue, 1953-1 
CB 5.) Payment by a fiduciary of a debt 
pursuant to a state court order or a levy of 
execution is not a defense to the liability 
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imposed by Section 3467. (Northwestern 
Jobbers Credit Bureau, cited above.) 


Payments of debts having priority over 
the United States will not render the fidu- 
ciary personally liable. Administration ex- 
penses and funeral expenses which are or 
will be approved by the probate court can 
therefore be paid with impunity. (Malcolm 
D. Champlin, CCH Dec. 14,994, 6 TC 280 
(1946) ; U. S. v. Security-First National Bank, 
39-2 ustc $9778, 30 F. Supp. 113 (DC 
Calif.).) It has also been held that a 
widow’s allowance may be paid without 
creating fiduciary liability, since it has 
priority over the United States and because 
a “debt” is not discharged by the payment. 
(Jessie Smith, CCH Dec. 7275, 24 BTA 807 
(1931), acq., XI-1 CB 6.) Similarly, pay- 
ment of debts discharging liens which have 
priority over the government will not ex- 
pose the fiduciary to personal liability. 
(Union Guardian Trust Company, CCH Dec. 
11,127, 41 BTA 1306 (1942), acq., 1940-2 
CB 7.) Nevertheless, if the fiduciary re- 
ceives assets already subject to transferee 
liability, payment of debts having priority 
over the United States is no defense under 
Section 3467. This result was reached on 
the theory that the assets never “belonged” 
to the estate or person for whom the fidu- 
ciary acted. (L. T. McCourt, cited above.) 


Although Section 3467 refers only to the 
payment of debts, the estate tax regulations 
and a number of estate tax cases have im- 
posed personal liability on an executor who 
has distributed the estate to legatees before 
satisfying all estate taxes due. (Regula- 
tions 105, Section 81.99; U. S. vu. Cruik- 
shank, 2 ustc $651, 48 F. (2d) 352 (DC 
N. Y., 1931); Malcolm D. Champlin, cited 
above.) However, two recent Tax Court 
cases involving income tax deficiencies sug- 
gest that the Tax Court will impose a per- 
sonal liability on a fiduciary only to the 
extent debts are discharged and not with 
respect to distributions to legatees. (Edward 
G. Leuthesser, cited above, acq. on this issue, 
1953-1 CB 5; C. W. Posey, CCH Dec. 
18,283(M), 10 TCM 383 (1951).) Since the 
personal liability of a fiduciary under Sec- 
tion 3467 depends upon a payment of 
“debts,” the two recent Tax Court cases 
appear to be correct and the same result 
should be reached in respect to estate and 
gift taxes. 


Necessity for notice —Confusion exists as 
to whether a fiduciary is liable under Sec- 
tion 3467, where he pays debts inferior to 
those of the government before receiving 
notice of the government’s claim. Regula- 
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tions 118, Section 39.162-1(i) and Proposed 
Regulations Section 1.641(b)-2 provide in 
part: “Liability for the payment of the 
tax on the taxable income of an estate 
attaches to the person of the executor or 
administrator up to and after his discharge 
if, prior to distribution and discharge, he 
had notice of his tax obligations or failed 
to exercise due diligence in ascertaining 
whether or not such obligations existed.” 
These regulations apply only to income 
taxes of the decedent’s estate and not to 
other income taxes. On the other hand, 
the estate tax regulations do not mention 
notice to the fiduciary as a prerequisite to 
liability. (See Regulations 105, Section 81.99.) 


Some early cases imposed personal lia- 
bility on executors who paid debts or dis- 
tributed an estate without notice of the 
government's claim for either estate or in- 
come taxes. (Helen Dean Wright, cited 
above.) However, the early cases were 
apparently abandoned in Irving Trust Com- 
pany, cited above, where the court refused 
to impose personal liability on a trustee in 
bankruptcy who distributed the bankrupt’s 
assets to creditors before receiving notice 
of the government’s claim for income taxes 
or learning of facts sufficient to put a rea- 
sonable man on inquiry. The court also 
held that the trustee had no affirmative duty 
to inquire of the United States as to whether 
any taxes were due from the bankrupt. 
(Compare L. T. McCourt, cited above; see 
C. W. Posey, cited above.) 


Notice to the fiduciary of the govern- 
ment’s claims may be present even in the 
absence of an assessment for taxes. Thus, 
an oral statement to the fiduciary by a 
revenue agent that he is about to report a 
deficiency is sufficient to put the fiduciary 
on notice. (Viles v. Commissioner, cited 
above.) 


An executor or administrator may avoid 
personal liability by filing a written request 
for a quick determination of the estate or 
income taxes, pursuant to Code Sections 
2204 and 6501(d), respectively. Section 
2204 provides that the government shall 
notify the executor of the amount of the 
estate tax as soon as possible, but not after 
more than one year from the later of (1) the 
due date of the return or (2) the filing of 
the request. After paying the amount of 
any tax set forth in such notice, the execu- 
tor is discharged from personal liability, 
although the estate and its transferees are 
not discharged. (Estate of Theodore G. 
Tarver, CCH Dec. 21,776, 26 TC 490 (1956).) 
Even though Section 2204 literally applies 
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only if the government notifies the executor 
of the amount of the estate tax liability, the 
executor is discharged from further personal 
liability even if no notice is issued under 
this section within the required time. (U. S. 
v. Cruikshank, cited above; Proposed Estate 
Tax Regulations Section 20.2204-1.) The 
disadvantage of a request for quick deter- 
mination is the fact that it may subject a 
return to examination which otherwise would 
have escaped scrutiny. 


Miscellaneous Matters 


Burden of proof.—In the Tax Court the 
Commissioner has the burden of proving 
that the petitioner is liable as a transferee, 
but not that the transferor was liable for 
the tax. (Code Section 6902.) 


Once the Commissioner has established 
a prima-facie case that the petitioner is 
liable as a transferee, including a showing 
of the value of the assets received (Willard 
H. Ashton, CCH Dec. 8145, 28 BTA 582 
(1933), nonacq., XII-2, CB 16), the burden 
of going forward with the evidence on this 
issue passes to the taxpayer. (Anne Gatto, 
cited above.) : After the petitioner has intro- 
duced sufficient evidence to rebut the Com- 
missioner’s case, the burden of going forward 
returns to the Commissioner. 


Since the transferee has the burden of 
proving that the transferor was not liable 
for the tax, he may, upon proper application, 
examine the books, papers, documents, cor- 
respondence and other evidence of the tax- 
payer or a preceding transferee of the 
taxpayer’s property. (Code Section 6902 
(b).) However, if the transferor has already 
litigated the question of his tax liability in 
a proceeding free from fraud, collusion and 
lack of jurisdiction, a transferee may not 
relitigate the question of the transferor’s 
liability for the tax. (First National Bank 
of Chicago v. Commissioner, 40-1 ustc { 9472, 
112 F. (2d) 260 (CCA-7).) 


Statute of limitations.—A transferee or 
fiduciary may be subject to liability even 
though the period for assessment against 
the transferor has expired. The periods of 
limitation for assessment set forth in the 
1954 Code do not apply to transferee lia- 
bility for taxes imposed by the 1939 Code. 
(Code Section 7851(a)(6).) However, the 
rules provided in the 1954 Code are gen- 
erally similar to those found in the 1939 
Code, except in the areas of claims for 
refunds and successor transferees. (For 
the 1939 law, see 1939 Code Section 
311(b)(6) and (d) as amended by Public 
Law 397 (Eighty-fourth Congress) in re- 
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spect to income taxes, 900(b) and (c) in 
respect to estate taxes, and 1025(b)(c) and 
(d) in respect to gift taxes.) 


Section 6901(c) sets forth the period 
within which the district director must as- 
sess a transferee for liability resulting from 
unpaid taxes imposed under the 1954 Code. 
Assessment against an initial transferee 


‘ must be brought within one year after the 


expiration of the period during which an 
assessment could have been brought against 
the transferor. See page 683 of the text 
for a description of the time limit for 
making an assessment against a transferor. 
For cases applying these rules to transferee 
liability, see Rite-way Products, Inc., CCH 
Dec. 16,890, 12 TC 475 (1949), acq., 1954-1 
CB 4 (agreement by taxpayer); Robinette 
v. Commissioner, 43-2 ustc $9683, 139 F. 
(2d) 285 (CCA-6) (failure to file return); 
Rowen v. Commissioner, CCH Dec. 19,151, 
18 TC 874 (1952), rev’d on other grounds, 
54-2 ustc $9581, 215 F. (2d) 641 (CA-4) 
(fraudulent return); Estate of Arthur T. 
Marix, CCH Dec. 17,977, 15 TC 819 (1950) 
(request for prompt assessment by executor of 
an estate of a shareholder in a dissolving 
corporation). 


Assessment against successor transferees 
must be brought before the earlier of (1) one 
year after the expiration of the period for as- 
sessing the preceding transferee or (2) 
three years after the expiration of the period 
for assessing the initial transferor. However, 
if a court proceeding has been commenced 
against the initial transferee, or the last 
preceding transferee, then the period for 
making an assessment expires “one year 
after the return of execution in the court 
proceeding.” 


The personal liability of a fiduciary under 
Revised Statutes Section 3467 must be as- 
sessed within the later of (1) one year after 
the fiduciary’s liability arises or (2) the 
expiration of the period for collection of the 
unpaid tax. 


The period for making an assessment 
against a deceased person or a dissolved 
corporation is not affected by such death 
or dissolution. (Code Section 6901(e).) 


Any person becoming a fiduciary should 
immediately notify the Commissioner that 
he is acting in a fiduciary capacity. (Code 
Section 6903.) Otherwise, any communica- 
tion, including notices of deficiency, will be 
validly mailed even though mailed to the 
last known address of the taxpayer. Simi- 
larly, any communication sent to a fiduciary 
who has terminated his relationship is 
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validly mailed, unless the Commissioner 
has been notified of such termination. (Code 
Section 6903.) 

Section 6901(d) allows the Commissioner 
and the transferee or fiduciary to extend 
the period for assessment by agreement. In 
the past any person who executed these 
forms automatically admitted that he was 
a transferee. Unless this issue is undis- 
puted, a consent in this form should not 
be signed. 


Prohibition against injunction —Sections 
6904 and 7421(b) prohibit suits to restrain 
the assessment or collection of the liability 
of a transferee or fiduciary. The courts 
make an exception to this rule if unusual 
circumstances are present or if assessment 
is made against a person who clearly is not 
liable as a transferee, (Shelton v, Gill, 53-1 
ustc § 9246, 202 F. (2d) 503 (CA-4); 
Bushmiaer v. U. S., 56-2 uste ff 10,062, 
146 F. Supp. 329 (DC Ark.); compare 
Holland v, Nix, 54-2 uste § 9462, 214 F. (2d) 
317 (CA-5).) 

The mere allegation of irreparable dam- 
age to the plaintiff's reputation and business 
is not sufficient to obtain injunctive relief. 
(Voss v. Hinds, 54-1 uste J 9143, 208 F. (2d) 
912 (CA-10).) Although the courts refuse 
to define the extent of the exception to the 
literal wording of the statute, it would be 
unusual for a court to grant an injunction in 
cases other than those involving a jeopardy 
assessment against a person clearly not 
liable for the tax. 


OFFERS IN COMPROMISE 


Bankruptcy does not release the bank- 
rupt from his tax liabilities to the United 
States, or to the state, county, district or 
municipality in which he resides. However, 
the federal government has provided a pro- 
cedure under which a taxpayer in great 
financial difficulty can compromise his fed- 
eral tax liability. (Code Section 7122(a).) 
This section also applies to taxes imposed 
by the 1939 law. (Code Section 7851(a) (6) 
(C).) The State of California does not have 
a similar procedure for compromising tax 
liabilities. 


Prerequisites to a Compromise 


A tax liability may not be compromised 
where liability is clear and there is no doubt 
that the government can collect. In this 
situation there is no basis for any com- 
promise. (Op. A. G. 6, XIII-2 CB 442.) 

The rules are somewhat different with 
respect to penalties. Ad valorem penalties, 
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which are penalties measured by a percent- 
age of the tax liability and assessed as part 
of the tax, may be compromised regardless 
of the taxpayer’s financial ability to pay 
them. (31 Op. A. G, 459.) On the other 
hand, criminal or specific penalties will not 
be compromised unless they involve only 
the “regulatory provisions of the I. R. C. 
or related statutes.” (Regulations Section 
601.203.) Of course, penalties for deliberate 
violation of the tax statutes with intent to 
defraud will not be compromised. 


Compromise Procedure 


The United States will be bound by a 
compromise agreement only where the 
agreement complies with the statute and 
regulations. Thus an informal agreement 
between the taxpayer and a revenue agent 
will not preclude a later suit by the govern- 
ment. (George H. Baker, CCH Dec. 21,234, 
24 TC 1021 (1955).) Similarly, a check 
accompanied by a letter stating that the 


check is sent “in full settlement, com- 
promise, and payment of taxes to the 
present time” is not a compromise even 
though the check is cashed. (Victoria 
Johnston, CCH Dec. 5980, 19 BTA 630 
(1930).) 


A taxpayer makes an offer in compromise 
by filing a financial statement on Form 433 
together with a cash offer on Form 656 
or an offer to pay in installments on Form 
656-C. These forms provide that the tax- 
payer agrees to the suspension of the statute 
of limitations for assessment and/or collec- 
tion while the offer is being considered and 
for one year thereafter. Should the tax- 
payer make a deposit with an offer which 
is later rejected, the deposit will be re- 
turned to him, unless the taxpayer directs 
otherwise. 

(The procedure followed by the govern- 
ment after the taxpayer has filed his offer 
is set forth in Rey. Rul. 117, 1953-1 CB 498, 
as amended by Rev. Rul. 251, 1953-2 CB 
469 and Rev. Proc. 56-26, I. R. B. 1956-33, 
43. See also Regulations Section 601.203.) 


The district director has authority to ac- 
cept or reject offers involving a tax lia- 
bility (including penalties, addition, and 
interest) of under $500. The district direc- 
tor makes recommendations on offers in- 
volving liability ranging between $500 and 
$5,000 which are referred to the regional 
counsel for review and attachment of a legal 
opinion. If the claim involves a liability 
of $5,000 or more, the district director 
makes a recommendation to the Compro- 
mise Branch Audit Division in Washington, 
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D. C. In addition, certain offers must also 
be reviewed by the appellate division or the 
chief counsel’s office. 


Upon the filing of an offer in com- 
promise, the district director has discretion 
to halt further proceedings for the collec- 
tion of the tax covered in the offer. 


Compromise as a Contract 


A compromise is a contract, and the law 
of contracts applies. For example, a com- 
promise entered into under a mutual mis- 
take of fact, such as the amount of the 
taxpayer’s assets, may be rescinded. (U. S. 
v. Pittman, 48-2 ustc $9328 (DC Ga.).) 
Although contracts may not usually be 
rescinded because of a mutual mistake of 


ECONOMIC GOBBLEDYGOOK 


“Simple iron puddler” Roger M. 
Blough, chairman of the board of the 
United States Steel Corporation, chose 
to underplay his role in a recent ap- 
pearance before the Subcommittee on 
Antitrust and Monopoly of the Sen- 
ate Committee on the Judiciary. At 
the same time, he voiced the perplex- 
ity of everyone who, not an economist 
himself, finds himself wrestling with 
the jargon of that trade. Said Blough: 

“IT have read with deep interest, 
and with understandable perplexity, 
the conflicting testimony of the dis- 
tinguished economists who have ap- 
peared before you at these hearings. 
I have studied their differing defini- 
tions of the term ‘Administered 
Prices’; I have sought to comprehend 
that stillborn economic concept called 
the ‘zone of relative price indiffer- 
ence’; I have struggled with the im- 
possible paradox known as ‘monopolistic 
competition’; and pursuing my re- 
search even farther into the semantic 
stratosphere of economic literature, I 
have encountered ‘atomistic heteropoly’ 
and ‘differentiated polypoly’. 


“Clearly this is no place for simple 
iron puddlers; so with your permis- 
sion, I’ll just try to keep it simple 
by avoiding the pitfalls of economic 
theory and by sticking to the practical 
economic facts of life which every 
businessman must face if he is to sur- 
vive the rising tide of costs, meet his 
competition, and keep his plant intact 
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law, the courts have allowed a claim for 
refund after a compromise of a liability 
for interest, where it was subsequently 
determined that no tax, or a lesser tax, was 
due. (Colorado Milling & Elevator Company 
v. Howbert, 1932 CCH 99411, 57 F. (2d) 
769 (CCA-10).) 


If the taxpayer defaults in the payments 
agreed upon in the compromise, the govern- 
ment has the option of either (1) suing on 
the compromise agreement itself or (2) 
terminating the agreement and collecting 
the balance due. If a taxpayer makes a 
proper showing of financial difficulty, de- 
fault may be avoided or cured by obtaining 
governmental consent to a revision of the 
schedule of payments under an installment 


agreement. [The End] 


in the absence of adequate deprecia- 
tion allowances.” 


Chairman Blough took it upon him- 
self to convince the committee that 
the “so-called ‘high price of steel’” is 
a myth and to see that United States 
Steel does not become the “scapegoat 
upon which to blame our inflationary 
troubles.” 


While steel prices have increased, 
Blough asserted that “steel is not only 
the cheapest, by far, of all the com- 
mon metals; but with surprisingly few 
exceptions, it is also cheaper—pound 
for pound—than almost anything else 
you buy.” 


Hikes in the price of steel have 
little effect upom the budget of the 
average American family, Blough as- 
serted. He said that “the recent steel 
price increase would affect that bud- 
get by about 4/100 of one per cent.” 
The reason for the small effect of a 
steel hike upon the average family 
budget, according to Mr. Blough, is 
that the amount of steel in a family’s 
annual purchases is relatively small. 


The “scapegoat” which Mr. Blough 
advanced to the committee as respon- 
sible for our rapidly rising cost of 
living is the “price of services.” He 
quoted various authorities, showing 
that while, since 1951, the cost of 
commodities has gone up only 2 per 
cent, the price of services has climbed 
21 per cent. 
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Staff-prepared reviews of recent 
books and other publications of 
general interest to the tax man. 


The Common Law 


The Lion and the Throne. Catherine 
Drinker Bowen. Little, Brown and Com- 
pany in association with the Atlantic Monthly 
Press, 34 Beacon Street, Boston, Massa- 
chusetts. 1957. 652 pages. $6. 

If for nothing else, Sir Edward, Lord 
Coke, well may be remembered—by arbi- 
trators, at least—for one decision made over 
300 years ago in the Vynior case. In 1609, 
this jurist declared that private, voluntary 
arbitration ousted courts of their jurisdiction 
and that agreements to arbitrate could not 
be enforced except by suits for breach of 
contract. Precedent of this decision was 
carried over into the colonies and weighed 
heavily on the subsequent history of arbitra- 
tion, for much of the advantage of arbitra- 
tion was lost. 

Anglo-American jurisprudence owes a 
great deal to Coke. Though history records 
that he was Queen Elizabeth’s attorney 
general, chief justice under James I and 
Parliament Member under Charles I, Coke 
left an indelible stamp upon free govern- 
ment in England and here. “Right rea- 
son and the common law,” expounded so 
often by the “lion” in Westminster court- 
rooms, gave birth to constitutional govern- 
ment as we understand it today. Though 
Magna Carta is credited with being the 
“mother of Parliaments” it was through 
Coke that Commons gathered its strength 
to do as it wished, not as it was told by 
the sovereign. > 

Catherine Drinker Bowen, the author, has 
now completed tracing the story of free 
government in this, the third book of a 
series. She has done for Coke what she 
had done so well for Justice Holmes in 
Yankee From Olympus and for our second 
President in John Adams and the American 
Revolution. She gives personality to, and 
creates understanding of, the persons who 
helped shape events which affect us today. 
Although Coke never set foot on American 
soil, no one reading this book can fail to 
see, in the struggles of our own forebears 
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in America, parallels with his Parliamentary 
struggles. His battles were not for the 
moment, but for states as yet unfounded. 

It has been said that what Shakespeare 
has been to literature, what Bacon has been 
to philosophy and what the translators of 
the Bible have been to religion, Coke has 
been to the public and private law of 
England. Miss Bowen adds that the Peti- 
tion of Right, of which Coke was the prime 
champion, served as model for our own 
Revolutionary fathers and can be called one 
of three great documents of English liberty. 


“Let the judges be lions,” said Bacon, in 
advocating the supremacy of the Crown to 
the law, “but lions under the throne.” How- 
ever, Coke did not see all law proceeding 
from King James, first Stuart to reign in 
England. Rather, it was his contention 
that “common law hath admeasured the 
king’s prerogative.” In championing Parlia- 
ment against the king, Coke declared the 
king to be under no man, but under God 
and the law. This concept ended the Middle 
Ages, and today began. 

To Coke’s change of direction, the author 
applies the term “transmutation.” This 
change was logical, she asserts, for Stuart 
England under James was not Tudor Eng- 
land under Elizabeth. In the latter’s reign, 
Coke was the merciless prosecutor of Essex, 
Raleigh, “Gunpowder plotters,” and all dis- 
senters from the established Church of 
England. From an attorney general who 
took full advantage of Star Chamber proce- 
dures and confessions—which Coke clearly 
points out were never procured by virtue 
of the common law but, under the preroga- 
tive of the Crown, by torture—Coke’s trans- 
mutation to a “Commons” man advocating 
public trials and habeas corpus will prove 
interesting to professionals as well as to the 
lay public. 


The writer says: “I make no claim to 
the discovery of new material. My aim is 
introduction, evocation; I hope that my book 
will recall a great man long forgotten.” 
This modest goal has been achieved. Of 
course, students of the common law will 
always refer to Coke as the man who 
enunciated the rule in Shelley's Case, just 
as his Institutes of the Laws of England and 
The Reports will be remembered. But, most 
important, he will always be remembered 
for the rule in Bonham’s Case. It was the 
most controversial dictum of Coke’s life 
—‘one of those public statements which, as 
history progresses, men seize upon and in- 
terpret according to their need.” Coke 
declared that “in many cases the common 
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law will control acts of Parliament and 
sometimes adjudge them to be utterly void; 
for when an Act of Parliament is against 
common right and reason, or repugnant, or 
impossible to be performed, the common 
law will control it and adjudge such Act to 
be void.” It was this declaration which 
echoed down the centuries. In 1765, when 
a Stamp Act was passed in Parliament, 
voices in the American colonies were heard 
to shout: “An Act against natural equality 
is void” and “against Magna Carta and the 
natural rights of Englishmen, and therefore, 
according to the Lord Coke, null and void.” 
Though Coke might be astonished at the 
use to which Bonham’s Case was put, his 
motto reverberated in colonial courtrooms 
and a federal convention to aid in construct- 
ing a United States Constitution that created 
a Supreme Court of judges to pass on 
legislation and interpret it: “The law is the 
safest shield.” This is Coke’s everlasting 
contribution to all of us and it is his fame. 


Houdini of Ordinary Income 


Saving Taxes Through Capital Gains. Arno 
Herzberg. Prentice-Hall, Inc., Englewood 
Cliffs, New Jersey. 1957. 430 pages. $12.50. 


For most of us, changing ordinary income 
into capital gains income is an exercise in 
wishful thinking, but with a little advance 
planning this profitable piece of legerde- 
main can be performed in a multiplicity of 
situations. It is the discussion and illustra- 
tion of these situations which makes Mr. 
Herzberg’s book so practical. 


A number of writers on this subject have 
been preoccupied with the theoretical as- 
pects of the capital gain phenomenon in the 
United States tax system, but this author 
accepts the situation as it exists and pro- 
ceeds to point out how the partner, the 
corporation, the individual, the executive, 
the farmer, the author and inventor, and 
the professional man can place themselves 
in an advantageous tax position through the 
capital gains device. Here is an example 
from the partnership chapter. 


“A and B form a partnership with a 
capital of $16,000. A contributes $8000 in 
cash, and B transfers to the partnership 
property ‘with an adjusted basis of $4000 
which has a market value of $13,000. If B 
is paid $5000 out of A’s cash by the partner- 
ship immediately after organization, B has 
a capital gain (Section 731(a)) of $1000. 
The basis of the property contributed re- 
mains $4000 so far as the partnership is 
concerned, 
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“The question is whether it is possible 
to upgrade the basis of a contributed asset 
with a small basis because it is out of 
line with present market values. 


“If B would sell one-half of his interest 
in the asset to be contributed before forma- 
tion of the partnership for $5000, he would 
have a capital gain of $3000. But if, later, 
after the partnership was formed, A and B 
would contribute their respective interests 
in the asset to the partnership, the basis of 
the asset to the partnership would be $7000, 
namely, $5000 at cost to A and $2000 as 
remaining basis for B. 


“The fact that the partner’s basis of any 
property contributed to the partnership is 
carried over to the partnership does not 
exclude the possibility that, for partnership 
purposes, the value of the asset contributed 
can be quite different. It is possible to con- 
tribute property with an adjusted basis 
of $1200 to the partnership, even though 
the partner is credited for $2400 by the 
partnership. If B and C contribute cash 
of $2400 each, the total capital of the part- 
nership is $7200. 


“Suppose the property is held for one 
year and then sold for $3000. Problems 
of depreciation and profit distribution arise. 
In the first place, what should be used as 
a basis for depreciation: $2400 or $1200? 


“For tax purposes we have to use the 
$1200 basis.” 


The chapter on corporations discusses 
stockholders’ loans, corporate discount 
bonds, corporate distributions, dividends as 
capital gain (where capital asset is sold for 
promise of future dividends), dividends 
in kind, Section 306 stock, partial liquida- 
tions and redemptions, and other situations. 
Here is an example from the chapter: 


“Susan Carter was the sole stockholder 
in a corporation which she dissolved. The 
corporation had acted as an oil broker 
for many years and received commissions 
on the sale of oil. But these commissions 
were contingent upon delivery and payment 
received. The corporation was on a cash 
basis. Commissions received after dissolu- 
tion were considered capital gain. 


“In another case, a corporation was en- 
gaged in the manufacture and sale of ma- 
chine tools. The corporation sold all its 
assets, including a patent, for a considera- 
tion including ten per cent of the gross 
sales price of machinery to be manufactured 
and sold under the patent transferred to 
the buyer. The corporation was then liqui- 
dated and the sales contract distributed 
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to the stockholder. Amounts received in 
later years were held to be capital gain 
resulting from the exchange of the stock- 
holder’s stock in liquidation. 


“Contracts without ascertainable value 
were distributed in liquidation in all these 
cases. In spite of the Commissioner’s dis- 
agreement, the principle has been approved 
by the Courts. But the Commissioner might 
have received help from the collapsible 
corporation provisions, which make un- 
realized receivables or fees a Section 341 
asset. This angle should be considered 
carefully. 

“Another method is to sell assets for a 
percentage of future earnings while cash 
received covers less than the basis for the 
seller. These sales are sales at a contingent 
price. 


“Money can be taken out of a corporation 
if the stockholders sell the corporation 
something that they own personally, or if 
they sell it something through another 
corporation they control. The stockholders 
still own the same property, even if nomi- 
nally it has changed hands. This is a method 
that lends itself to many variations. In 
most cases, if the sales price is higher than 


the basis to the selling stockholders, there 
will be a capital gain.” 


The author has exhaustively explored the 
decisions having any bearing at all on his 
subject and has put together a very worth- 
while book which will repay any tax man 
to study when he smells a capital gain oppor- 
tunity in a tax situation. But a word of 
caution. The ingenuity of the tax man in 
devising capital gain situations is matched 
vigorously by the ingenuity of the Com- 
missioner’s tax men in opposing the capital 
gain device. In other words, you can’t 
always make a silk purse out of a sow’s 
ear, but you can try—it’s a calculated risk. 


Interstate Commerce 


State Taxation of Interstate Commerce. 
Paul J. Hartman. Dennis & Company, Inc., 
Buffalo 3, New York. 1953. 323 pages. $7.50. 


Mr. Hartman, professor of law at Van- 
derbilt University, devotes his book mainly 
to a study of the law as it stands today, 
dominated by the judiciary. He presents 
a systematic analysis of all of the decisions 
of the Supreme Court in relation to state 
taxation of interstate commerce. 


GUIDE TO THE ADMINISTRATION OF REGULATED INVESTMENT 
COMPANIES—Continued from page 668 


Miscellaneous Other Reports 
and Materials 


The following reports would in most 
cases have to be sent to the Securities and 
Exchange Commission only once in the life 
of an investment company, rather than re- 
peatedly, and for that reason are not de- 
scribed in detail in the memorandum: 


Form N-8A, notification of registration 
by a closed-end investment company if it 
were to offer new shares to the public, is 
deemed the “registration of the company” 
as stated in Section 8(a) of the Investment 
Company Act of 1940. This is to be dis- 
tinguished from the N-8B forms which are 
in compliance to Section 8(b) of the act, 
which requires within a reasonable time 
after registration a “registration statement” 
containing certain substantial additional 
information. 


FORM S-4, registration statement under 
the Securities Act of 1933, is to be used for 
securities to be issued by a closed-end in- 
vestment company. This form would be 
used for both the original issue of the com- 


710 





September, 1957 @ 


pany and any additional subsequent offering 
which a closed-end company wishes to make. 


FORM N-8B-1 is the “registration state- 
ment” form for a management investment 
company issuing new shares, as distinguished 
from Form N-8A mentioned above and 
filed first, which is the “registration of the 
company.” The only management invest- 
ment companies which do not use this form 
are those which issue periodic payment-plan 
certificates. 


In addition to these, certain statements 
are necessary to comply with state share 
registration procedures and blue sky laws. 
These vary substantially from state to state 
and the secretary of state for each state 
should be consulted. 


The only requirement in what are called 
“free states” before shares may be sold in 
these states is that SEC registration be 
“effective.” These states are Connecticut, 
Delaware, New Jersey, Nevada and the 
District of Columbia. States requiring a 
simple “notice of intention to sell” are 
Maryland and New York. [The End] 
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ax-Wire 


This department lists meetings of in- 
terest to tax men and reports on 
studies, speeches and other activities 
in the tax field. Featured this month: 
complete program of October federal 
tax conference of University of Chi- 
cago ... report on many additional 
tax conferences and institutes . . . list 
of numerous meetings . . . article on 
tax problems of insured casualty losses. 


Meetings of Tax Men 


University of Chicago Law School.— 
Tax experts from New York City, Chicago, 
Washington, D. C., and Oakland, California, 
are on the panel of speakers for the Tenth 
Annual Federal Tax Conference of the 
University of Chicago Law School, to be 
held October 23-25 in the auditorium of the 
Prudential Building, Chicago. 


One of the featured speakers will be 
Nelson P. Rose, chief counsel of the Inter- 
nal Revenue Service. 


An address of welcome by J. Parker Hall, 
treasurer of the university, will open the 
six-session conference. Morning meetings 
will run from 9 a. m. to 12715 p. m. After- 
noon sessions will begin at 2 p. m. and end 
at 5 p.m. 

The conference is expected to draw tax 
men from a wide area. The registration fee 
for the conference is $50. Reservations 
should be sent to Eliezer Krumbein, Uni- 
versity College, 19 South LaSalle Street, 
Chicago 3, Illinois. Mr. Krumbein will also 
be able to care for a limited number of 
hotel reservations. 


The program for the conference follows: 


Wednesday, October 23 
Morning Session 


Chairman: John Potts Barnes, of Mac- 
Leish, Spray, Price and Underwood, Chi- 
cago. 

“Address of Welcome,” by J. Parker Hall, 
treasurer, University of Chicago. 

“Counsel for Taxpayer and Counsel for 
Government,” by Nelson P. Rose, chief 
counsel, Internal Revenue Service. 


Tax-Wise 


“Tax Highlights of the Past Year,” by 
Lee I. Park, of Hamel, Park and Saunders, 
Washington, D. C. (Review and commen- 
tary on significant rulings and cases.) 


“Current Developments in Fraud Investi- 
gations,” by Spurgeon Avakian, of Phillips, 
Avakian and Johnston, Oakland, California. 
(Expanding fraud concept, investigative 
procedures, relationships with agents, dis- 
closures of records and other evidence, and 
conference techniques.) 


Afternoon Session 


Chairman: Paul F. Johnson, of Ernst and 
Ernst, Chicago. 


“Requests for Rulings—From the Points 
of View of the Taxpayer and the Govern- 
ment,” by John Potts Barnes. (Taxpayer 
problems: When and when not to request 
rulings; preparation and contents; oral con- 
ferences; modifications and amendments; 
effects of withdrawal. Revenue Service 
problems: request volume; publication 
policy; incompleteness of statement of facts; 
repeated requests for oral conferences; con- 
flict between issuing policy and ruling re- 
quests.) 


“Accounting Treatment Counts in Deter- 
mining Net Taxable Income,” by Raymond 
A. Hoffman, of Price, Waterhouse and 
Company, Chicago. (Accounting treatment’s 
importance, aside from the basic dependency 
upon underlying facts, in determining tax 
consequences. ) 


“Changes in Accounting Methods and 
Periods,” by Mark E. Richardson, of Ly- 
brand, Ross Bros. and Montgomery, New 
York City. (Clarification of the tax conse- 
quences of changing accounting methods 
and periods.) 


Thursday, October 24 
’ Morning Session 


Chairman: Michael J. Sporrer, of Arthur 
Andersen and Company, Chicago. 


“Tax Planning for Incorporation,” by 
John S. Pennell, of McDermott, Will and 
Emery, Chicago. (Time-of-incorporation 
viewpoint on corporate capital structures, 
partial incorporations and multiple corpora- 
tions.) 

“Tax Opportunities and Pitfalls in the 
Purchase and Sale of Corporate Businesses,” 
by Richard H. Levin, of D’Ancona, Pflaum, 
Wyatt and Riskind, Chicago. (Tax techni- 
calities in disposing of corporate businesses.) 


(Panel discussion of the above two topics. 
Panel members include the chairman and 
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the-two speakers, plus Frederick R. Shearer, 
of Mayer, Friedlich, Spiess, Tierney, Brown 
and Platt, Chicago, and C. Ives Waldo, Jr., 
of Hopkins, Sutter, Owens, Mulroy and 
Wentz, Chicago.) 


Afternoon Session 


Chairman: William M. Emery, of Mc- 
Dermott, Will and Emery, Chicago. 


“Penalty Tax on Corporations Improp- 
erly Accumulating Surplus,” by Richard 
Barker, of Phillips, Barker and _ Ivins, 
Washington, D. C. (Problems posed by the 
1954 Code, particularly pinpointing burden- 
of-proof questions.) 


“Current Developments Affecting Loss 
Corporations,” by Albert E. Arent, of 
Berge, Fox and Arent, Washington, D. C. 
(Recent decisions’ impact on Sections 269 
and 382.) 


(Panel discussion of the above two topics. 
In addition to the chairman and the two 
speakers, panel includes Charles W. Davis, 
of Hopkins, Sutter, Owens, Mulroy and 
Wentz, Chicago, and Everett C. Johnson, 
of Arthur Andersen and Company, Chi- 
cago.) 


Friday, October 25 
Morning Session 


Chairman: Frederick O. Dicus, of Chap- 
man and Cutler, Chicago. 


“Tax Aspects of Estate Distributions,” 
by William K. Stevens, of The First Na- 
tional Bank of Chicago. (Analysis of income 
taxation of testamentary assets.) 


“Elections and Discretions Under the 
1954 Code,” by Byron E. Bronston, of 
Continental Illinois National Bank and 
Trust Company of Chicago. (Elections with 
respect to fees and other administration 
expenses under Section 642(g); allocation 
problems where nonprobate assets exist; 
effect upon marital deduction of widow’s 
renunciation or receipt of support award.) 


(Panel discussion of the above two topics. 
Included on the panel with the chairman 
and the two speakers are Sheldon Lee, of 
Wilson and McIlvaine, Chicago, and Middle- 
ton Miller, of Sibley, Austin, Burgess and 
Smith, Chicago.) 

Afternoon Session 

Chairman: Walter J. Blum, professor of 
law, University of Chicaro Law School. 


“Tax Planning for Professional Partner- 
ships,” by Paul Little, of Wickes, Riddell, 
Bloomer, Jacobi and McGuire, New York 
City. (Special profit-sharing agreements, 
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partnership continuation and termination, 
professional partnerships as_ collapsible, 
death and retirement problems.) 


(Round-table discussion of selected prob- 
lems.) 


Northeastern University.— The Fourth 
Annual Federal Tax Forum of the North- 
eastern University Institute of Taxation will 
be held September 13-14 at the university, 
360 Huntington Avenue, Boston, Massa- 
chusetts. The registration fee is $25. Reser- 
vations may be sent to Dean Gurth I. 
Abercrombie, Northeastern University. Speak- 
ers include Merle H. Miller and Rene 
Wormseer. 


Illinois Independent Accountants.—The 
Independent Accountants Association of 
Illinois will hold its annual convention 
September 18-20 at the Kaskaskia Hotel, 
LaSalle, Illinois. 


Montana CPA’s.—The 1957 Convention 
of the Montana Society of Certified Public 
Accountants will be held September 19-21 
in Bozeman, Montana. Headquarters will 
be at the Baxter Hotel. 


University of Alabama—The Eleventh 
Annual Federal Tax Clinic of the Univer- 
sity of Alabama will be held September 27 
at Tuscaloosa, Alabama. The clinic is co- 
sponsored by the university, the Alabama 
State Bar Association and the Alabama 
Society of Certified Public Accountants. 


University of Texas.—The University of 
Texas Law School will present its Fifth 
Annual Taxation Conference September 
26-28 at Austin. The conference will deal 
with problems in estates, trusts and gifts 
as they affect the attorney in general prac- 
tice, the trust officer, the life insurance under- 
writer and the accountant. The registration 
fee is $30. Reservations should be addressed 
to T. J. Gibson, Assistant Dean, University 
of Texas School of Law, Austin, Texas. 


North American Gasoline Tax Confer- 
ence.—The NAGTC will meet from Sep- 
tember 29 through October 2 at the Equinox 
House, Manchester, Vermont. 


Tax Practice Institute—lIdentical pro- 
grams will be given concurrently in three 
eastern cities this fall by the Tax Practice 
Institute. Three courses will be given in 
each city. The courses will be conducted 
at the Mayflower Hotel in Washington, 
D. C.; The Alcazar in Baltimore, Maryland; 
and the Pierce School of Business Ad- 
ministration, 1420 Pine Street, in Philadel- 
phia. Each course will be given in ten 
weekly meetings. The courses, and the 
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dates on which they will start in the re- 
spective cities, are as follows: (1) Practical 
Federal Income Taxation: Washington, 
September 30; Baltimore, October 1; Phila- 
delphia, October 7; (2) Business and In- 
vestment Income Tax Essentials; Washington, 
October 2; Baltimore, October 3; Phila- 
delphia, October 10; (3) Federal Estate and 
Gift Tax Essentials, with Tax Planning for 
Estates: Washington, October 8; Balti- 
more, October 9; Philadelphia, October 8. 


Inquiries may be addressed to E. Ed- 
ward Stephens, Director, Tax Practice In- 
stitute, Munsey Building, Washington 4, 
a od 


Texas CPA’s.—The Fourth Annual In- 
stitute on Taxation, sponsored by the Texas 
Society of Certified Public Accountants, 
will be held at the University of Houston 
September 30 through October 2. State 
and regional slants on numerous problems 
will be discussed with particular attention 
paid to the small, closely held corporation. 


National Tobacco Tax Association.—The 
annual meeting of the National Tobacco 
Tax Association will be held October 6-9 
at the Saxony Hotel, Miami Beach, Florida. 


Northwest Texas Tax Conference.—The 
Fifth Annual Texas Tech Tax Conference 
will be held October 14-16 at Texas Tech- 
nological College, Lubbock, Texas. The 
conference will treat problems of the farmer, 
the businessman and the trust administra- 
tor. Information on registration may be 
secured from Haskell G. Taylor, Box 4129, 
Tech Station, Lubbock, Texas. 


California CPA’s.—The California So- 
ciety of Certified Public Accountants will 
hold its Eighth Annual Tax Accounting 
Conference October 10-11 at the Ambas- 
sador Hotel in Los Angeles and October 
14-15 at the Sheraton-Palace Hotel in San 
Francisco. Identical programs will be pre- 
sented at the two cities. Intended pri- 
marily for members of the society, the 
meetings are open to members of other pro- 
fessional groups. 


Tulane Tax Institute——On October 23-26, 
the Seventh Annual Tulane Tax Institute 
will be held at the St. Charles Hotel in 
New Orleans. The problems to be covered 
fall into the following broad classifications: 
family and business problems, oil and gas 
problems, current problems (for example, 
fraud cases), organization of corporations, 
and special problems of corporate opera- 
tions (for example, employee fringe bene- 
fits). The fee for registration to the 
conference is $50. Reservations should be 
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made with Peter A. Firmin, Executive Sec- 
retary, Tulane Tax Institute, Tulane Uni- 
versity, New Orleans, Louisiana. 


New York University—The Sixteenth 
Annual Institute on Federal Taxation of 
New York University will be held at the 
Hotel Statler in New York City, November 
6-15. 


University of Dayton.—Representative 
Thomas B. Curtis, member of the House 
Ways and Means Committee, will address 
the University of Dayton’s Third Institute 
on Federal Taxation. The institute will be 
held October 10-12 at the Miami Hotel in 
Dayton. Other speakers include Jacquin D. 
Bierman, Paul D. Seghers, T. Paul Free- 
land, William K. Stevens, Leslie Mills. 


More on Involuntary Conversions 
and Casualty Losses 


Last month we printed an article by 
Reinhold Groh entitled “Involuntary Con- 
versions and Casualty Losses.” Since then 
we have had brought to our attention an 
article entitled “Federal Income Tax Prob- 
lems—Fire and Casualty Insurance,” by 
Paul D. Seghers, which appeared in the 
July, 1957 National Insurance Buyer, official 
publication of the American Society of In- 
surance Management, Inc. 

This article by Mr. Seghers, a New York 
attorney and CPA, touches on some of the 
problems discussed by Mr. Groh, but covers 
many subjects not treated in that article. 
Since there is widespread interest in the 
tax aspects of these problems, we have 
obtained permission to reprint the Seghers 
article, which appears below: 

This discussion is limited to the federal 
income tax consequences of casualty losses 
of business property and the receipt of in- 
surance proceeds with respect to such losses. 


The first step is to determine the amount 
of the casualty loss, before taking into 
account any insurance proceeds. 


Determining Amount of Loss 


A radically different method of comput- 
ing the amount deductible as a casualty loss 
in the case of partial destruction of business 
property is embodied in a recent decision. 
It can best be understood by considering 
the rule the Internal Revenue Service applies 
in the case of storm damage to residential 
property, such as buildings or ornamental 
trees. The Treasury regulations provide 
that the amount of such loss is equal to the 
excess of the fair market value of the entire 
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property before the storm, over such value 
after the storm. This is subject to the 
limitation that if the amount of the loss 
so determined is greater than the “adjusted 
basis” of the property damaged, the amount 
of the deductible casualty loss is limited 
to the amount of such “adjusted basis.” 

(Adjusted basis means, in general, the 
cost of the property, including all perma- 
nent improvements thereto, less the amount, 
if any, of depreciation allowed or allowable 
with respect to such property (to the date 
as of which the basis is determined).) 


This method of computation has long 
been considered a rather liberal treatment 
of the individual taxpayer; it is, in fact, one 
of the few exceptional cases in which the 
Internal Revenue Service treats a deduction 
for a personal expense or loss more liberally 
than a corresponding business deduction. 
The Treasury has for many years adhered 
to a different rule, referred to herein as the 
“proration rule,” for the computation of 
losses resulting from the partial destruction 
of business property. Strangely enough, un- 
til quite recently, apparently no one ever 
seriously questioned the correctness of the 
latter rule. That rule is very simply stated 
in the Treasury’s latest bulletin on casualty 
losses. If the property damaged is business 
property, the computation under this pro- 
ration rule, as illustrated by an example 
given in that bulletin, usually results in a 
lesser deduction than the actual loss. The 
bulletin gives an example of a casualty loss 
of business property in which the actual 
loss is $3,000, and it is stated that the allow- 
able deduction is limited to $1,500. If a fire 
loss of $3 million were involved and only 
$1,500,000 allowed as a deduction, the seri- 
ousness of such limitation would be more 
striking. 


Treasury's Rule Overruled 


Finally, the validity of this “proration 
rule” has been tested in court. The decision 
in the lower court was against the taxpayer, 
but the taxpayer fortunately had sufficient 
courage and conviction to carry the case 
up on appeal, and he won. The taxpayer 
was allowed the deduction for this business 
casualty loss computed in the same manner 
as had been applicable all these years to 
personal casualty losses—that is, the amount 
of the casualty loss deduction was held to 
be equal to the excess of the fair market 
value of the property before the casualty 
over such value after the casualty. This 
rule is very simple, logical and fair, but 
the right to use it in the case of business 
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casualty losses apparently had never before 
been passed upon by a court. 


The facts in the recent case can be sum- 
marized as follows: 


The property had an adjusted basis (in 
round figures) of $500,000. 


It had a fair market value before the 
casualty of $1,500,000. 


After the casualty it had a fair market 
value of $1,300,000. 


Therefore, there was a casualty loss of 


$200,000. 


None of the facts was in dispute—the 
only question was the method to be used 
in determining the amount allowable as a 
casualty loss deduction under the relevant 
provisions of the Internal Revenue Code. 


The Treasury said, in effect: “Yes—you 
had a $200,000 loss, but under our proration 
rule, as this was business property (and not 
a personal residence), we are going to allow 
you a deduction of only $60,000.” If the 
damage had been to property held for per- 
sonal, rather than business, use, a deduction 
of $200,000 would have been allowable under 
the Treasury’s rule. The taxpayer in this 
case disputed the disallowance of a portion 
of the loss actually sustained—perhaps be- 
cause the principal stockholder of the tax- 
payer had been allowed a properly computed 
deduction with respect to casualty damage 
to his own residential property. The tax- 
payer's feelings may have been about as 
follows: “When a hurricane hit my home 
you allowed me a deduction for the full 
amount of the loss, but when a storm caused 
damage to our business property, you pro- 
pose to allow less than one third of the 
actual loss. There is something wrong.” 
The lower court in effect said “Oh, no! We 
support the Treasury and we will only allow 
you a deduction of $60,000.” However, as 
previously stated, the taxpayer had the for- 
titude to carry the case up on appeal and 
the circuit court allowed the deduction of 
the actual $200,000 loss, as the amount of 
such loss did not exceed the adjusted basis 
of the property. 


The foregoing is, perhaps, the most revo- 
lutionary development in connection with 
the federal income tax effect of casualty 
losses that has occurred in more than a 
generation. 


While pointing out this error in the 
Treasury bulletin, I might mention that it 
contains at least one or two other errors 
and at least one statement in regard to 
procedure from which a completely errone- 
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ous impression is likely to be obtained. The 
Treasury should not be guilty of such errors, 
as harsh administration of ruinously high 
taxes constitutes a threat to the welfare of 
all. I’ll not say more, except to repeat what 
the courts have so often stated—no Treas- 
ury regulations or instructions have any 
force or effect except to the extent that 
they are within the scope of the statutes 
enacted by Congress. 


How Much Gain or Loss 
and How Treated 


After the amount of a casualty loss. has 
been determined, the next step is to deter- 
mine the extent to which such loss is to 
be reduced by recoveries of any kind, in- 
cluding insurance, and if there is any excess 
of the total recovery over the amount of 
the loss, the extent, if any, to which such 
excess is taxable. 


If the amount of the casualty loss is more 
than the amount of the insurance proceeds, 
it is immaterial what disposition is made 
of the proceeds, and the net loss is allow- 
able as a deduction, in the manner here- 
after discussed. If, however, the proceeds 
exceed the amount of the casualty loss, that 
excess will be taxable unless such proceeds 
are invested, in the manner prescribed in 
the Internal Revenue Code and Treasury 
regulations, in property similar or related 
in use to the property lost or damaged. 
Such investment may be in the form of 
(1) an acquisition of such property, or (2) 
stock in the acquisition of control of a cor- 
poration owning such property. 


Such investment of the insurance pro- 
ceeds must, as a general rule, be made 
within a period ending one year after the 
close of the first year in which any gain 
upon a recovery is realized, unless the 
time is extended by the Secretary of the 
Treasury or his delegate. Such extension 
normally involves setting aside the insur- 
ance proceeds in a replacement fund, sub- 
ject to various conditions prescribed by the 
Secretary. 


Investing the insurance proceeds in this 
manner has the effect of postponing the 
taxability of any gain resulting from their 
receipt. This is so because, in effect, the 
new property takes the place of the old 
for the purpose of computing depreciation 
and gain or loss upon any subsequent dispo- 
sition. In other words, in determining the 
basis of the replacement property, the un- 
taxed gain or the conversion (resulting 
from receipt of the insurance proceeds) 
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must be deducted from the cost of such 
new property. 


Gain realized in connection with a casu- 
alty loss, by reason of the receipt « * insur- 
ance proceeds, to the extent not mvested 
in replacement property, is taxable. Hence, 
the next question which arises is whether 
such gain is taxable as ordinary income or 
a capital gain. It is taxable as ordinary 
income unless the property was (1) used 
in the trade or business and was subject 
to depreciation, or was a capital asset, and 
(2) held over six months. 


(There are certain special rules applicable 
to copyrights, timber and coal, livestock 
(other than poultry) and unharvested crops 
which are not dealt with in this discussion.) 


If the foregoing tests are met, such gain 
must be “lumped” with all other taxable 
gains and losses realized in that year as a 
result of: (1) involuntary conversion (in- 
cluding thefts and condemnations as well 
as casualties) of property used in the trade 
or business, subject to depreciation and held 
for more than six months, and of capital 
assets held for more than six months, and 
(2) sales and exchanges of property used 
in the trade or business, subject to depre- 
ciation and held for more than six months. 


If the net result is a gain, all such gains 
and losses are to be treated as gains and 
losses of capital assets held for more than 
six months. If the net result is a loss, none 
of such gains or losses are to be considered 
as capital gains or losses and, hence, the 
effect is that the net loss is allowable in 
full as a deduction from ordinary income. 
This is not quite as advantageous as it may 
at first seem. 


It means that casualty losses which, taken 
alone, would be deductible in full from 
ordinary income, are required to be offset 
against items that, standing alone, would 
be taxable as capital gains. 


The moral is clear: If you have a casualty 
which results in a net loss, postpone, if 
possible, to a subsequent year the realization 
of any gains for the foregoing classes. If 
you realize a gain as a result of a casualty 
(because of adequate insurance coverage at 
appreciated values) you should similarly 
postpone, to the extent possible, any losses 
of those classes, and decide whether to 
postpone the tax on such gain by investing 
the insurance proceeds in replacement prop- 
erty, or to pay the tax at the capital gain 
rate and thus avoid losing the benefit of a 
part of the “basis” for such property for the 
purpose of computing depreciation thereon. 
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It is hardly necessary to mention that if 
the property lost or damaged as a result 
of a casualty is property of a kind properly 
includible in inventory or held for sale to 
customers, tle loss or gain is in no event 
to be treate. is a capital gain or loss. 


Effects of Delay in Recovery 
of Insurance Proceeds 


To this point we have been considering 
the insurance proceeds as though received 
in the same year as the occurrence of the 
casualty. If there is a dispute as to the 
amount which will be collected, or an ab- 
normal delay in collecting the proceeds, 
the question may arise: Is the casualty loss 
to be taken as a deduction in the taxable 
year in which it occurs, and the insurance 
proceeds, if any, reported in the year in 
which received? If the final result is a gain, 
the effect of such treatment might be to 
take the loss as a deduction in one year, 
and pay tax, at capital gain rates, on the 
recovery in a later year, instead of reporting 
the net gain in the year of the loss. This 
would, in certain circumstances, result in 
both a tax saving and a tax postponement, 
without interest expense. 


It is, of course, prudent in any such case 
to take steps to preserve the right to a re- 
fund in the event that the anticipated recovery 
is not received. This is so because both the 
courts and the Treasury have, in some in- 
stances, held that the loss in such a case can 
only be deducted in the year in which the 
casualty occurred. 


On the other hand, there have been cases 
in which a casualty loss was held deducti- 
ble only in a later year when the dispute 
regarding the insurance was settled, and at 
least one case in which the gain was held 
taxable only in the year of settlement. 
Even today, no general rule can be stated 
with certainty as to the year of deduction 
of a net casualty loss, or taxation of gain 
arising from receipt of insurance proceeds, 
where there is a serious question as to the 
amount which will be recovered. How- 
ever, the Treasury instructions are that the 
anticipated recovery should be reported in 
the return, and an amended return filed 
thereafter if the actual recovery is greater 
or less than the amount reported. 


Under the principle applicable to all 
other types of disputed or litigated claims, 
a recovery is taxable in the year when a 
settlement is agreed upon or judgment is 
obtained. Insurance claims appear to be the 
only exception to this rule. 
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Proceeds of 
“Use and Occupancy”’ Insurance 


So far we have considered only casualty 
losses of physical property. The next ques- 
tion has to do with the tax consequences 
of the receipt of proceeds of “use and occu- 
pancy” insurance. To the extent that the 
recovery is solely of potential profits or 
reimbursement of expenses, it is ordinary 
income, However, there is a Tax Court de- 
cision, not overruled by any higher court, 
holding that a per-diem recovery was, on 
the basis of the facts before the court, to be 
considered as being, in effect, proceeds with 
respect to the physical property destroyed. 
This may have reflected sympathy for the 
taxpayer, who had sustained a genuine loss. 
He had sustained the loss—why deny him 
the benefit Congress intended to allow in 
the case of casualty losses and insurance 
recoveries ? 


Other Problems 


Other related problems include those 
of proving the facts as to the value of the 
property before and after the casualty, its 
cost or other basis, depreciation allowed or 
allowable, and salvage or residual value. 
All these are questions of fact, except that 
determination of adjusted basis sometimes 
involves questions of law. Still another 
question which frequently causes difficulty 
is whether property intended as replacement 
is “similar or related in service or use” to 
the property destroyed. Foresight, planning 
and care in taking the necessary steps can 
minimize the difficulties with this question. 
Even so, however, it is difficult to cope with 
the very unfair position taken by the Treasury 
in some cases. For example—rent-producing 
property is destroyed by fire. The ad- 
justed basis (cost less depreciation) is 
$200,000. Insurance proceeds are $300,000. 
The new building is built at a cost of 
$300,000. The Treasury says: “$100,000 tax- 
able gain, old building rented to a bakery; 
new building rented to a delicatessen; hence, 
new property is not ‘similar or related in use 
or service’ to the old one; hence, the tax- 
payer is denied the benefit of the ‘involun- 
tary conversion’ (replacement) provisions 
of the Code.” Is that fair? Is that what 
Congress intended? Is that the way an 
honest man would interpret a contract? Is 
that the way for the Internal Revenue 
Service to encourage fair dealing on the 
part of taxpayers? Was not the taxpayer’s 
use of the buildings to produce rental in- 
come, and-not to bake bread or sell pickles? 
It is a different problem when the prop- 
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erty destroyed was used by the taxpayer in 
his own business—the replacement property 
must be used for the same purpose. 


Proceeds Used to Replace Property 

There is one problem which no longer 
confronts us—the requirement of tracing 
the specific funds recovered under an in- 
surance policy, with respect to a loss occur- 
ring after December 31, 1953, into the 
purchase of replacement property. Thereto- 


fore the Internal Revenue Service denied .~ 


the benefit of the “involuntary conversion” 
provisions where the taxpayer could not 
show that the money used to pay for the 
replacement was the same money received 
as insurance proceeds. Congress did not 
intend so to penalize those suffering casualty 
losses, and changed the law. Now all that 
is necessary, in case of a casualty, is to in- 
vest in replacement property within the 
period beginning with the date of the casu- 
alty and ending one year after the first tax- 
able year in which gain is realized as a 
result of the recovery, or a longer period if 
the required permission is granted by the 
district director of internal revenue. 


Effect of ‘‘Self-Insurance”™ Reserves 


One question which always comes up in 
discussions of this kind is as follows: What 
is the tax effect of the establishment of 
“self-insurance” reserves? Whether the re- 
serves are funded or not, my answer to that 
question is always just one word, “None.” 
Many listeners don’t like to hear that, but 
no matter how you embroider this, no one 
can show that such a reserve has any federal 
income tax effect, whether funded or not. 
You don’t get a deduction for setting up 
the reserve or putting money into the fund, 
and no deduction is allowable until a loss is 
sustained. 


“Repair and Replace" Recoveries 


Another question which frequently arises 
is whether the tax effect of a “repair and 
replace” insurance policy is different from 
that of a regular fire insurance policy. There 
is no difference at all. The fact that the 
proceeds under the former may be greater 
does not mean anything except just that. 


International Problems 

There aré two casualty loss and recovery 
situations which are of interest only to those 
engaged in international business. 

One is the determination of the “source” 
(place) of income or gain derived from a 
recovery from a United States insurance 
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company for a casualty loss on the high 
seas. The Treasury’s position is that the 
“source” is within the United States. The 
loss occurs outside the United States, but 
the recovery is in this country and taxable 
here. Only one question: Is it fair? There 
is no use in repeating the other questions. 


Another problem, arising out of peculiar 
conditions existing abroad, is merely men- 
tioned, without discussion. 


Corporation A owns and operates a plant 
in a foreign country. Corporation B owns 
all the stock of Corporation A. B takes 
out, with a United States insurance com- 
pany, fire insurance on the plant owned by 
A. B intends, if the plant burns, to collect 
the proceeds and lend them to A to use to 
rebuild. What is the United States tax 
effect? Can B claim that it has had a loss, 
and that the gain realized by reason of the 
insurance recovery is not taxable because 
invested in replacement property? It is said 
that a happy solution can be attained by 
means of a contractual arrangement be- 
tween A and B. I wonder. 


Retirement Defined 


In his will, Jacques Wolf created a trust 
granting a pension of $125 a month to em- 
ployees of his company who would retire, 
or to former employees who had retired, 
after 25 years of service. The subject of 
controversy was whether the testator meant 
the pension to be paid to employees who 
left the company of their own volition while 
still in good health and continuing useful- 
ness, or only to employees who were retired 
by the company. 


The decedent could have made his plan 
more effective by putting it in a pension 
trust, rather than in a will. 


In examining the clauses of specific pen- 
sion plans, the word “retirement” is not 
actually defined, though date and age of 
retirement are specified. Each plan has 
certain qualifications and some distinguish 
between quitting and being retired by the 
company. The higher court stated that in 
business parlence, the term “retire” has 
come to mean the termination of employ- 
ment with the approval of the employer 
given in advance upon a prescribed basis 
or by an action in individual cases. 


The Supreme Court of New Jersey con- 
cluded by saying that retirement shall occur 
when the company determines it shall and 
on any basis it fixes. (Watson v. Brower, 
mod’g and aff’g N. J. Super. Ct., Essex Co.). 


717 








WASHINGTON TAX TALK—Continued from page 646 


ing defense motion for production of the 
entire investigative report was well taken. 


“This interpretation of the Jencks case 
also threatens to upset convictions already 
obtained. On June 21st a defendant who 
had already been convicted in a criminal 
tax evasion case in Rhode Island moved 
the court to order production and handing 
over to the defense of the complete reports 
of the Special Agent and the Revenue Agent 
who had investigated and prepared the case. 
Although the defendant had not requested 
these reports during the trial, the court 
immediately entered an order granting the 
motion. The court stated: ‘In the light of 
the pronouncements of the majority of the 
Supreme Court in the Jencks case I think 
there is a clear mandate to permit the de- 
fendant to examine these reports. It may 
well be that the result of the examination 
of these reports will produce material of 
an evidentiary value to be used in support 
of a motion for a new trial.’ No final dis- 
position of the case has yet been made.” 


Another problem to which the Jencks deci- 
sion has given birth arises from an inter- 
pretation of the decision which would require 
pretrial production of statements and _ re- 
ports. The Attorney General reported that 
a pretrial motion in an alcohol tax case 
“sought the inspection of all documents in- 
cluding all reports, data, documents and 
papers in possession of the United States 
Attorneys pertaining to the case, and spe- 
cifically demanded the transcripts of wit- 
nesses before the grand jury, the complete 
reports of the Alcohol and Tobacco Tax 
Division, including laboratory and investiga- 
tive reports.” 


The legislation sought by the Justice De- 
partment would clarify the procedure to pro- 
vide that only reports and statements relating 
to the subject matter as to which the wit- 
ness has testified would be subject to pro- 
duction. The court would be given the 
power to excise from any such reports and 
statements material it considered as not 
relative. Oral statements made by a wit- 
ness would need to be produced only if 
they were signed by him or otherwise approved 
as correct. Pretrial production of reports 
and statements would be prohibited. To 
prevent the complete dismissal*of federal 
prosecutions for refusal to produce state- 
ments or reports, the bill provides that where 
the government elects not to comply with 
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a court order, the court shall either strike 
out the testimony affected or order a mistrial. 


The amendment by the Senate Judiciary 
Committee provides for the preservation of 
the entire report or statement by the govern- 
ment, so that in case a defendant is con- 
victed and the case is appealed, the review- 
ing court may decide as to the correctness 
of the ruling of the trial judge as to the 
withholding of portions of statements or 
reports from the defendant. 

Tax Division big and getting bigger.— 
The Tax Division of the Department of 
Justice has become one of the largest divi- 
sions of the Department of Justice, said 
Assistant Attorney General Charles K. Rice 
in a speech delivered before the Judicial 
Administration Section of the American Bar 
Association at the London convention of 
the ABA, 


Employing around 140 attorneys on a 
full-time basis at the present time, the future 
outlook for the division is that it will get 
even bigger, with a workload that is ex- 
pected to climb 30 per cent in the next three 
years, the federal official pointed out. 


Rice gave the members of the section a 
comprehensive picture of the work of the 
Department of Justice in the tax field. Be- 
cause of the interest his speech will have 
for tax men, we reprint it here in full text. 


“The Department has jurisdiction over 
both civil and criminal cases in the tax field 
and I propose to address my remarks first 
to the civil litigation. 


“It may be helpful to an understanding 
of the work of the Department in civil tax 
cases to indicate, first of all, what it does 
not do. The Department of Justice is not, 
as you know, the primary tax collecting 
agency of the Government. That responsibility 
belongs to the Treasury Department, or 
more specifically, to the Internal Revenue 
Service, an arm of the Treasury Department. 


“The Department of Justice enters the 
tax picture only at the litigation stage. 
Hence, it has nothing to do with the ordi- 
nary processes of tax collection. It does 
not participate in the audit of returns or in 
the settlement of controversies between the 
Government and taxpayers at the admin- 
istrative stages. It does not issue rulings to 
taxpayers as to whether transactions they 
propose to enter into, or have entered into, 
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are taxable or non-taxable transactions. It 
is not concerned with the formulation of 
revenue policy, either by statute or by regu- 
lation, unless the policy has, or may have, 
some impact on litigation, present or future. 
All of these administrative matters are the 
responsibility of the Treasury Department 
and, in such matters, the Treasury Depart- 
ment is represented by its General Counsel 
and by the Chief Counsel of the Internal 
Revenue Service rather than by the Attor- 
ney General. Thus, the average taxpayer 
in the preparation of his returns, in the 
adjustment of disputed items and in the 
filing of refund claims and like matters has 
no contact with the Department of Justice. 


“In a certain percentage of administra- 
tive controversies, relatively small when it 
is considered that some 60 million taxpayers 
file returns in the United States, the tax- 
payers and the Internal Revenue Service 
are unable to come to any final agreement 
and the machinery of the courts is invoked 
to settle the controversy. At such stage, 
just as in the case of other types of litiga- 
tion affecting the Government, the Attorney 
General, as the chief law officer of the 
Government, assumes responsibility for the 
conduct of the litigation. 


“There is one exception to this general 
rule. A taxpayer may, if he wishes to liti- 
gate a tax question, file his suit in the 
United States District Court or in the United 
States Court of Claims or in the Tax Court 
of the United States. The Tax Court was 
formerly known as the Board of Tax Appeals. 
It was established originally to enable tax- 
payers to litigate their controversies prior 
to payment of the tax in dispute rather than 
after payment as is required for litigation 
in the District Courts and the Court of 
Claims. The Tax Court was set up as an 
independent agency within the Executive 
Branch of the Government. While it par- 
takes today of many of the attributes of a 
court, it has never had official status as a 
constitutional or legislative court in the 
same sense as the District Courts and the 
Court of Claims. Primarily for this reason, 
the Attorney General has never exercised 
jurisdiction over litigation in the Tax Court, 
the conduct of which has been the respon- 
sibility of the Chief Counsel of the Internal 
Revenue Service. This exception to the 
otherwise complete control over tax litiga- 
tion which has been vested in the Attorney 
General is an important one because there 
are today more tax controversies pending 
in the Tax Court than in the District Courts 
and the Court of Claims combined. Since, 
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however, the Attorney General has jurisdic- 
tion over the conduct of all appeals, includ- 
ing appeals from decisions of the Tax Court, 
the ultimate formulation of litigation policy 
in the tax field lies largely within the con- 
trol of the Department of Justice. 


“This is not to say, of course, that the 
Department of Justice acts independently of 
the Internal Revenue Service in any federal 
tax litigation; On the contrary, a close 
liaison is maintained between the two agen- 
cies and seldom is any action taken by the 
Department without consideration of the 
recommendation of the Revenue Service. 
Thus, for example, at the outset of any suit 
in the District Courts or Court of Claims, 
the Revenue Service furnishes to the De- 
partment its recommendation as to the basis 
on which the suit should be defended. 
Similarly, it provides the Department with 
recommendations as to whether an offer in 
compromise of a suit should be accepted and 
whether an appeal should be taken from an 
adverse decision. All of these recommenda- 
tions are given much weight within the 
Department of Justice, although, of course, 
the final decision is for the Department 
to make. 


“The Department of Justice works clesely, 
too, with the Internal Revenue Service in 
the investigative development of a case. 
The Federal Bureau of Investigation does 
not take part in the preparation of the Gov- 
ernment’s side of a tax case. The field work 
is done by revenue agents trained in this 
type of work. The Revenue Service also 
supplies the services of experts in the 
computation and re-computation of taxes, 
in matters of appraisals and valuations and 
in other technical fields such as the calcula- 
tion of depreciation and depletion. Thus, 
the handling of a tax case by the Depart- 
ment is usually a matter of teamwork be- 
tween the Justice Department attorney and 
the technical experts of the Revenue Service. 


“Within the Department of Justice, tax 
cases are handled by the Tax Division of 
the Department. Because of the highly spe- 
cialized nature of the work and the need for 
uniformity in application of the law, most 
of the civil cases are actually tried by attor- 
neys assigned to the Tax Division in Wash- 
ington rather than by the United States 
Attorneys who are stationed in the various 
districts throughout the country. There are 
a few exceptions to this practice in cities 
such as New York and San Francisco where 
the volume of tax litigation is such as to 
warrant maintenance of a staff of tax attor- 
neys at the local level. Even in such in- 
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stances, however, the Tax Division exercises 
a general supervision over the conduct of 
the cases. 


“As far as tax cases in the Supreme Court 
are concerned, they are, like all other Su- 
preme Court cases, under the jurisdiction 
of the Solicitor General. It is customary, 
however, for the Tax Division to prepare a 
first draft of the brief for consideration by 
the Solicitor General’s office and the two 
offices usually work together closely in the 
development of these cases. Some cases, 
on assignment by the Solicitor General, are 
argued before the Supreme Court by Tax 
Division attorneys. 


“The civil tax cases which are handled by 
the Department of Justice fall into four 
main categories: 


“1, Refund Suits. The most important 
group of cases is what we call refund suits. 
These are suits by taxpayers against the 
United States to recover taxes which they 
contend were paid erroneously or were 
exacted from them without authority of law. 
These cases now number between 3,000 and 
4,000 and involve in the aggregate in ex- 
cess of one half billion dollars. The money 
amount at stake is, in fact, very much in 
excess of this figure for many of these cases 
will serve as precedents governing the out- 
come of other claims not yet at the litigation 
stage which may themselves involve more 
money than the case at issue. 


“The refund suits run the whole gamut of 
the tax field. They may involve constitu- 
tional questions, questions of statutory con- 
struction and questions of law and fact. There 
is virtually no problem in the tax field which 
may not be litigated in these cases. They 
may involve the taxability of corporate dis- 
tributions, the status of a receipt as ordi- 
nary income or capital gain, the deductibility 
of various types of payments, and other 
like questions. All types of taxes—income, 
excess profits, estate, gift, excise, stamp, 
withholding and other—may be the subject 
of a refund suit. 


“2. Lien Suits. A second class of cases 
handled by the Department which has bulked 
large in terms of numbers is the lien suits. 
These are cases in which security holders 
have brought foreclosure proceedings against 
property on which there are competing liens, 
including a federal tax lien. Here intricate 
questions have arisen, particularly as to the 
respective priorities of the competing liens. 
Some idea of the fluidity of the law in this 
specialized field of taxation can be gained 
from the fact that in the past five years, 
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the Supreme Court has found it necessary 
or advisable to review six cases on the 
merits, all of which involved lien priority 
questions. 


“In a large segment of these cases, how- 
ever, the relative priorities are reasonably 
clear and it is fair to say that, by and large, 
these cases do not present the difficult prob- 
lems so frequently found in the refund suits. 
The Department follows a practice of screen- 
ing these cases at the outset and only those 
which are considered to present substantial 
legal problems are retained within the Tax 
Division for close supervision, the remainder 
being assigned to the United States Attor- 
neys for disposition at the local level. 


“This type of case is usually brought in 
the state rather than the federal courts. 
Some of the cases have been removed to 
the federal courts but the majority of them 
are litigated in the state courts so that the 
attorneys of the Department frequently appear 
in the state as well as the federal courts. 


“Most of these cases arise in mortgage 
foreclosure proceedings where the Govern- 
ment has a tax Jien on the property sought 
to be foreclosed, but the issue may also 
arise in actions to quiet title, interpleader 
suits and other types of litigation. 


“3. Collection Suits. In the refund and 
lien suits, the Government is almost always 
the defendant, resisting a suit which has 
been brought against it. In another group 
of civil tax cases, the Government takes the 
initiative and brings the suit against the 
taxpayer. These are suits to recover a judg- 
ment against a delinquent taxpayer, to fore- 
close a federal tax lien on specific property, 
to press a tax claim in a bankruptcy or pro- 
bate court, or to institute an insolvency or 
receivership proceeding in order to facilitate 
collection of the Government’s tax claim. 


“The judgment suits are mainly for the 
purpose of extending the statute of limita- 
tions on the collection of tax assessments, 
since collection is otherwise barred six years 
after the date of the assessment. In the 
usual case, no problems of real significance 
arise in the reduction of the tax claim to 
judgment. In the bankruptcy and probate 
proceedings, however, many controversies 
are likely to arise, going to the merits of the 
tax claims as well as to the respective 
priorities of claims against the bankrupt or 
decedent’s estate. These cases are likely to 
involve large sums of money and, as a 
practical matter, are sometimes more diffi- 
cult for the Department to handle than 
other tax suits since they are litigated in 
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bankruptcy and state probate courts which 
do not have as much familiarity with fed- 
eral tax litigation as do the District Courts 
and the Court of Claims. 


“The insolvency and receivership cases 
likewise often involve large sums of money. 
Frequently, the Government, by virtue of 
its tax claim, is the largest creditor having 
an interest in the proceeding. Wise collec- 
tion policy sometimes requires that the Gov- 
ernment take the conduct of a going business 
out of the hands of a delinquent taxpayer- 
proprietor and place it in the hands of a 
receiver so that its interests may be fully 
protected. Over the past few years, the 
Government has requested receiverships for 
such diverse interests as a race track, a 
railroad and a public utility, as well as a 
substantial number of manufacturing con- 
cerns, in order to insure that assets are 
preserved for the satisfaction of its tax 
claims. While the number of insolvency 
and receivership proceedings is relatively 
small as contrasted with the number of re- 
fund suits, their importance is obvious. 


“4. Intergovernmental Suits. All of the 
suits previously discussed have involved fed- 
eral taxes. There is another important cate- 
gory of cases handled by the Department 
which concerns state rather than federal 
taxes. These are the cases in which a state 
is seeking to tax some federal activity or a 
federal contractor under circumstances such 
that the burden of the tax will fall on the 
Federal Government. The number of such 
cases has been on the increase in recent 
years. The types of taxes involved are 
varied, including income, property, use, ex- 
cise and others. 


“In this group of cases, the Department’s 
‘client’ is not the Internal Revenue Serv- 
ice, as is the case with the other suits dis- 
cussed, but the various components of the 
Department of Defense and such agencies 
as the Atomic Energy Commission. The 
issues arise for the most part out of military 
activities and military contracting. The ulti- 
mate question usually is whether the tax is, 
in fact, a tax on the Federal Government 
which the state may not exact under the 
Federal Constitution. There may also be a 
question as to whether, in a particular in- 
stance, Congress has consented to state 
taxation of the type at issue. In view of the 
widespread activity of the military estab- 
lishment, these questions frequently involve 
large sums of money and the principles in- 
volved are often very important in terms 
of the precedent set for other states. 
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“These, then, are the four major cate- 
gories of civil tax cases for which the De- 
partment of Justice has responsibility, Nearly 
every civil tax case now pending in the 
Department will fall within one of these 
categories. 


“Before leaving the civil tax work, it may 
be of interest to you to hear something of 
the growth of the work. Ever since 1947, 
there has been an enormous increase in the 
volume of tax litigation. This may be at- 
tributed to a number of factors, such as the 
high tax rates, the great increase in the 
number of taxpayers, the maintenance of 
business activity at high levels, etc. These 
factors, of course, go back to the beginning 
of World War II, but the time lag neces- 
sary for the processing of tax controversies 
at the administrative level presumably ac- 
counts for the fact that the increased litiga- 
tion did not begin to reach the courts in 
volume until 1947. 


“Since that time, the incoming civil tax 
work in the Tax Division has nearly tripled. 
The increase has been a steady one. With- 
out exception, the new litigation has in- 
creased every year since 1947. The end 
does not appear to be in sight and it seems 
safe to predict that the increase will con- 
tinue at the rate of about 10% for each of the 
next three years. The excess profits tax 
laws of the Korean War period and the 
complicated provisions of the 1954 Internal 
Revenue Code seem likely to add their 
share to the increase in litigation. 


“Even more pronounced has been the in- 
crease in the dollar amount involved in new 
litigation. In 1947, about $85,000,000 was 
involved in tax litigation under the super- 
vision of the Department. By 1957, this 
had increased to well over $600,000,000. 
Equally significant has been the is.crease 
in the average amount involved in each new 
case received. In 1947, each new case re- 
ceived involved on the average $60,000. 
Today the figure is $130,000. Thus, it is 
clear that not only are many more cases 
being received than ever before but these 
cases involve much more money than ever 
before. 


“As a result of this great increase in the 
volume of litigation, the backlog of pending 
civil work more than doubled in the period 
from 1947 to 1953, increasing by about 3,500 
cases in that period. When added to the 
steadily increasing new business coming in 
each year, this backlog presented a serious 
problem. I am happy to be able to say, 
however, that at the present time we have 
not only been able to keep abreast of the 
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new business but we have actually cut into 
and reduced the existing backlog by about 
1,400 cases in the past two years. We take 
considerable pride in this achievement be- 
cause it not only reversed a trend in the 
other direction which had existed for nearly 
a decade but it was achieved in the face of 
the greatest volume of incoming business 
in the history of the Tax Division. 


“Equally important with the civil tax 
work of the Department is. its activity 
in criminal enforcement of the tax laws. 
These cases frequently receive a great 
deal of publicity, so much so that it some- 
times comes as a surprise to practitioners 
to learn that in terms of numbers the 
criminal cases represent only about 15% 
of the work of the Department in the 
tax field. The increase, however, which 
we have seen in the civil tax litigation 
has been accompanied by almost as great 
an increase in the criminal tax work. 


“As in the case of the civil litigation, 
the investigative work in criminal cases 
is done by the Internal Revenue Service. 
It is the Revenue Service which through 
its audit and investigation of returns filed 
with it develops the cases and sends them 
to the Department of Justice for prosecution. 


“The criminal prosecutions affect taxpayers 
in all walks of life. Prosecutions for 
violation of the tax laws have brought 
to justice many notorious racketeers who 
could not be convicted of any other major 
offense, such as Al Capone and Frank Cos- 
tello. But prosecutions have also been 
brought against many others who do not 
fall within the racketeer category. Many 
otherwise respectable business executives 
have been prosecuted for tax violations in 
the past few years, a substantial number 
of self-employed persons, such as doctors, 
lawyers, nurses and funeral directors, have 
been found guilty of criminal tax offenses. 
In view of the large amount of the total 
tax collections which come from taxpayers 
in the middle and lower income tax brackets, 
fraud on the part of these taxpayers has not 
been overlooked. Many prosecutions of 
low bracket taxpayers have been based on 
claims of fictitious dependencies. Thus, 
it is seen that tax prosecutions are not re- 
served for any special class of offenders 
but may reach any violator in whatever 
category he may fall. 


“Those of you who have followed the 
advance sheets of the various tax services 
must have noted the great increase in the 
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number of criminal tax appeals being re- 
ported. One of the major tax services 
recently advised its subscribers that re- 
porting of court decisions in tax cases 
has increased 78% since 1952. This sharp 
increase reflects stepped up activity all 
along the line, in both civil and criminal 
cases, and a very significant part of the 
increase is attributable to criminal tax ap- 
peals. The law in this field is being 
formulated by the courts almost daily. 


“In many criminal tax cases, the proof 
centers around specific items of income 
omitted from returns or deductions falsely 
claimed in the returns. These cases are, 
of course, susceptible of direct proof. There 
is an increasing number of cases however, 
in which it is not possible for the Gov- 
ernment to put its finger on any specific 
item of omitted income. The proof in 
these cases must be by circumstantial evi- 
dence. 


“The most common method of indirect 
proof of undisclosed income is the so-called 
net worth method. Under this method, 
the Government finds a starting point, 
that is, a date as of which it can prove 
the taxpayer’s net worth, i. e., excess of 
assets over liabilities. The Government 
then shows that as of a later date, the 
taxpayer’s net worth has increased. The 
increase in net worth plus a reasonable 
allowance for living expenses during the 
period and with adjustment for other non- 
deductible expenses is considered to con- 
stitute taxable income and to the extent 
that it exceeds reported income, it may 
furnish the basis for a prosecution for 
attempted income tax evasion. 


“Other methods of indirect proof are 
the bank deposits and expenditures methods. 
The bank deposits method relates to proof 
that a taxpayer is engaged in a business 
of a profitable nature and is regularly 
receiving moneys and regularly depositing 
them in banks in amounts that add up to 
more than the gross receipts reflected in 
his returns. This proof is analyzed to elim- 
inate loans, exchanges, redeposits and non- 
income deposits. The expenditures method 
relates to proof of expenditures by a tax- 
payer during the taxable years in question 
which are in excess of his reported income 
for those years. 


“Frequently, a prosecution may be based 
on a combination of these various methods 
of indirect proof or they may be employed 
as corroborative of a case essentially based 
on specific items. While the net worth and 
other methods of indirect proof had their 
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origin in racketeer cases, they are employed 
today in many other non-racketeer cases 
in which direct proof of evasion is difficult 
or impossible. 


“In concluding my remafks on the work 
of the Department of Justice, I would like 
to emphasize again the steady increase in 
the workload, both civil and criminal, which 
has marked the past decade. During that 
time, the Tax Division, once a relatively 
small unit in the Department, has become 
one of the largest Divisions, employing 
around 140 attorneys on a full time basis. 

“As far as we can foresee at the present 
time, this increase is likely to continue 
for some time to come. With tax rates 
remaining at high levels and with peak 
business activity, it seems very unlikely that 
tax litigation has reached its peak. On 
the contrary, it would seem conservative 
to look forward to an increase of approx- 
imately 30% in new work in the next three 
years. This will pose serious problems 
for the Tax Division in keeping its work 
current, but its success in the past three 
years encourages the belief that it will be 
able to cope with the new challenge.” 


The Commissioner 


In the past month, the Commissioner has 
acquiesced in a number of Tax Court deci- 
sions. Some of the decisions which have 
received his nod of agreement include the 
following: 

In Robert Thomas, CCH Dec. 22,322, 28 
TC —, No. 1, the Commissioner agreed to 
the Tax Court’s finding that the gain from 
unsolicited sales of two parcels of land 
was capital gain, not ordinary income. 
Other land sales of the taxpayer that had 
featured in the case were of assembled 
acreage containing phosphate in quantities 
suitable for mining. These the Tax Court 
had held to constitute ordinary income. 
Presumably the Commissioner saw eye to 
eye with the Tax Court on this, also. 


In W. H. Brown, CCH Dec. 21,972, 27 
TC —, No. 3, the Tax Court dealt with 
the incorporation of a father-and-son part- 
nership. The two were equal partners in 
a business engaged in the logging, milling 
and marketing of lumber. The corporation 
they set up issued $177,000 of its stock to 
the partners for current land and timber 
assets having a net worth of $270,000. Two 
days following the transfer of the assets, 
the partners transferred the remaining assets 
for their market value, $600,000, under an 
installment sale contract. Ten equal an- 
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nual payments were called for, with interest, 
title to be retained by the partners until the 
full price was paid. The Tax Court held 
the execution of the installment contract 
to be a sales transaction, entirely apart 
from the earlier asset-for-stock transfer; 
and for depreciation purposes, the corpora- 
tion was entitled to use its cost basis for 
the logging and milling equipment, and not 
the transferor’s lower cost basis. —The Com- 
missioner also agreed to the Tax Court’s 
determination of the useful life of the lum- 
ber company equipment. 

In acquiescing in Waring Products Cor- 
poration, CCH Dec. 22,282, 27 TC —, No. 
114, the Commissioner acknowledged as 
irrefutable the Tax Court’s holding that 
there is no requirement that there be an 
underlying legal obligation to make an 
expenditure before it can qualify as an 
“ordinary and necessary” business expense. 
Involved were $44,000 in engineering ex- 
penses which the taxpayer had paid a 
company that manufactured “blendors” and 
irons for it. These were allowed as deduc- 
tions by the Tax Court, together with 
$37,000 worth of tools transferred to the 
manufacturer in satisfaction of its contested 
claim for reimbursement for cost incurred 
in connection with the unsuccessful promo- 
tion of the irons. 

Like a sturdy oak, the Commissioner gave 
with the wind in Katherine B. Bliss, CCH 
Dec. 22,250, 27 TC —, No. 93. Here, the 
taxpayer claimed a deduction of $31,341.56 
when a severe windstorm damaged trees, 
shrubs, hedges and other property on a 
farm in which she had a life interest. The 
Commissioner was only going to allow her 
$1,341.56, the cost of cleaning up the debris. 
The Tax Court found that the widow had 
suffered an injury to her freehold interest 
but, because part of the $30,000 represented 
injury to the remainder interest, it appor- 
tioned the loss by use of estate tax Regula- 
tions 105 actuarial annuity tables, determin- 
ing the loss to be $4,392.85, in addition to 
the cost of removing the debris. 


Another case in which the Commissioner 
acquiesced brings to mind a recent episode 
in a popular comic strip in which a box of 
“the most valuable stuff in the world” 
turned out to contain nothing but air. In 
Mattie Fair, CCH Dec. 22,269, 27 TC —, 
No. 106, the owners of a two-story building 
on a commercial lot granted a’ charitable 
organization the perpetual right to build, 
own and maintain five additional stories on 
top of the existing two stories. By con- 
veying the “air rights,” the owners made 
a $70,000 charitable contribution. 
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Atate Tax 


In this department are reported news items concerning some decisions, 
legislation, administrative rulings and important people in state tax- 
ation. The department's scope includes the following types of taxes: 
income, sales and gross receipts, property, gasoline, insurance com- 
pany, utility, franchise, inheritance and estate, and severance, also 
motor-vehicle registration fees. Items are adapted principally from 
Commerce Clearing House publications dealing with state and local taxes. 





Georgia Wins 
Income Tax Test Case 


A decisive victory for the State of Georgia 
in a test of the power of a state to tax in- 
come derived from sales transacted solely 
in interstate commerce was registered on 
July 19 in Stockham Valves & Fittings, Inc. 
v. Williams, Docket No. A-55986, Superior 
Court, Fulton County, Georgia. 

The plaintiff valves and fittings corpora- 
tion is a Delaware corporation with its 
home office and manufacturing plant lo- 
cated in Birmingham, Alabama. The tax 
years involved in the case were 1952, 1954 
and 1955. During the years in question, it 
was agreed in the stipulation that the com- 
pany did not qualify to do business in 
Georgia. 

Taxes, however, were assessed against 
and collected from the company under the 
authority of Section 92-3113 of the Georgia 
Code, as amended by the act of February 
16, 1950. Section 92-3113 imposes an income 
tax on every corporation doing business 
within the state. A corporation, according 
to the statute, is “deemed to be doing business 
within this State if it engages within this 
State in any activities or transactions for 
the purpose of financial profit or gain, 
whether or not such corporation qualifies to 
do business in this State, and whether or 
not it maintains an office or place of doing 
business within this State, and whether or 
not any such activity or transaction is con- 
nected with interstate or foreign commerce.” 


It was the contention of the plaintiff that 
the broad statutory declaration of “doing 
business” as quoted above, violated the Con- 
stitution and was a burden on interstate 
commerce contrary to the commerce clause 
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of the Constitution, The plaintiff also con- 
tended that the statute was unconstitutional 
as applied to the interstate operations of 
Stockham Valves, and that the taxes in- 
volved should be returned. 

The company’s Georgia business was en- 
tirely of sales to established local jobbers 
and wholesalers. Orders received were sub- 
ject to acceptance by the manufacturer at 
Birmingham. <A sales service office was 
maintained in Atlanta, but the sales repre- 
sentative had no authority to contractually 
accept or reject an order. No warehouse 
was maintained in Georgia; sales of goods 
to Georgia customers were made on an 
“f. o. b. warehouse” basis and were com- 
pleted there by deliveries to customers or 
to common carriers consigned to customers. 

The judgment of the court was against 
the plaintiff on all issues. 


The Georgia activities engaged in by the 
plaintiff were termed by the court to be 
“substantial,” and the taxes assessed, being 
on income “fairly apportioned” to its Georgia 
activities, were said not to constitute a 
burden on interstate commerce nor to be 
collected in violation of due process. The 
Georgia statute was not unconstitutional, 
and the taxes were not illegally collected. 

This case is a sequel to a previous action 
by Stockham involving taxes paid under 
protest for the years 1949 and 1950 but 
which was settled on considerations not 
connected with the legal questions raised 
therein. 


Allocation Formula: 
Test of Validity 


Allocation formulae have been much in 
the news of late. Last month we reported 
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in full text the new Uniform Division of 
Income for Tax Purposes Act approved 
by the National Conference of Commission- 
ers on Uniform State Laws. This uniform 
law provides a three-factor formula for allo- 
cating income of a multistate business 
among the various states within which it 
operates. This month we report elsewhere 
in this department of a Georgia decision 
upholding the validity of a formula used by 
that state to allocate to itself a certain por- 
tion of the income of a corporation doing 
business within its borders. 


What determines whether or not a partic- 
ular allocation formula is valid? The courts 
have not always produced clear-headed 
thinking on this question, according to a 
recent paper delivered by William D. Dex- 
ter, assistant attorney general of Michigan, 
before the conference of the National Asso- 
ciation of Tax Administrators at Poland 
Spring, Maine. Mr. Dexter’s paper, entitled 
“Allocation Formula—Test of Walidity,” is 
reproduced below: 


A formula is a measuring device. It is used 
to divide a tax base into two parts. One part 
is that portion allocated or attributable to 
the taxing jurisdiction and the other part is 
the remainder. Theoretically, a valid alloca- 
tion or apportionment formula would be 
one that accomplished its intended measure- 
ment purpose. 


Unfortunately there is interwoven into 
and superimposed upon this test of validity 
various constitutional restrictions—primarily 
the interstate commerce and due process 
clauses of the United States Constitution. 
Theoretically, the constitutional restrictions 
should have no operative effect other than 
to require a formula to be applied so that it 
allocates to a taxing jurisdiction only that 
portion of the total tax base which any good 
and proper formula would do in the first 
instance. 


Stated another way, formulae were devel- 
oped to meet the constitutional objections 
of an unapportioned tax base. 


Also interwoven into the test of validity 
of any apportionment formula are attitudes 
of the courts formulated by the inability to 
see the practical, economic and business 


considerations involved in this measurement 
process. This often results in an overgen- 
eralization on one hand, or development of 
distinction without substance on the other. 


Although the courts have considered the 
effect cf formulae in numerous decisions, 
very little thought has been expressed in 
reference to the basic question as to whether 
Or not any particular formula properly 
measures that which it is intended to 
measure. Many courts have forgotten that 
apportionment formulae were developed to 
meet the very practical problem of requir- 
ing multistate businesses to pay their fair 
share of state taxation and yet pay no 
more. This is not meant as a criticism of 
either the judicial processes or the judiciary. 
It does indicate there are new horizons yet 
to be reached in the never-ending process 
of resolving apportionment or allocation 
problems. 


Bearing in mind the primary purpose of 
a formula, consideration of certain sub- 
sidiary questions may be of benefit in 
predicting the valid application of any 
formula. In considering specific questions 
and problems, it should be realized that 
we are here concerned with a field of law 
where there is available for judicial guid- 
ance many apparent conflicting and ir- 
reconcilable guideposts. 


The problems involved in the application 
of a formula often result from considering 
a formula as something other than a measuring 
device. 


Nature of the questions posed in testing 
the validity of an apportionment formula.— 
Basically, the problems of validity of a 
formula (as developed by case law) relate 
to the use of faulty factors,’ the taxation of 
extraterritorial values or activities? or the 
taxation of the business or privilege of inter- 
state commerce. 


Whether the reference is to the use of 
faulty factors or the taxation of extra- 
territorial values, the ultimate question is the 
reasonableness of the result in measuring 
local taxable activity or product. Initially 
the Supreme Court of the United States 
held that the measure of a tax was a matter 





1 Fargo v. Hart, 193 U. S. 490: Union Tank 
Line Company v. Wright, 249 U. S. 275; Meyer 
v. Wells, Fargo & Company, 223 U. S. 298; 
Commonwealth v. Columbia Gas & Electric Cor- 
poration, 336 Pa. 209, 8 Atl. (2d) 404; and Com- 
monwealth v. Mundy, 346 Pa. 482, 30 Atl. (2d) 
878. 

2 Compafiia General v. Collector, 279 U. S. 
306; Connecticut General Life Insurance Com- 
pany v. Johnson, 303 U. S. 77; Hans Rees’ Sons, 
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Inc. v. North Carolina, 283 U. S. 123; and Butler 
Brothers v. McColgan, 315 U. S. 501 (1942). 

3 Spector Motor Service, Inc. v. O’Connor, 340 
U. S. 602: Ozark Pipe Line Corporation v. 
Monier, 266 U. S. 555; Alpha Portland Cement 
Company v. Massachusetts, 268 U. S. 203; State 
Tax Commission v. Interstate Natural Gas Com- 
pany, 284 U. S. 41: Michigan-Wisconsin Pipe 
Line v. Calvert, 347 U. S. 157. 
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solely within the discretion of the state 
and not within the jurisdiction of the court.‘ 


The more recent pronouncements of that 
court and current decisions of many state 
courts have subjected measurement formulae 
to constitutional review. The exact nature 
and scope of this judicial review has varied 
from time to time. For the present, meas- 
urement questions seem to be linked to the 
whole problem of constitutional restrictions 
on a state’s power to tax interstate or 
multistate businesses. 


In considering the validity of any formula, 
there are thus posed many subsidiary ques- 
tions which might be grouped as follows 
for the purpose of analysis: 

(1) What is the subject of taxation? 


(2) What is the relationship of the sub- 
ject of taxation to interstate commerce? 


(3) What is the relationship between a 
particular apportionment formula and the 
subject of taxation? 


(4) What is the effect of the interstate 
commerce clause on the validity of an 
apportionment formula? 


(5) What is the responsibility of the 
state administrative agencies in reference 
to the application of any particular formula? 


It is realized that this list is incomplete 
and that many of the problems raised by 
such questions are interrelated. However, 
it is believed that consideration of these 
problems is involved in properly testing 
the validity of any formula. 


Effect of the subject of taxation on the 
validity of a formula.—If a valid formula 
is one which properly measures that por- 
tion of a tax base attributable to the taxing 
jurisdiction, it is essential to determine 
what activity, event or incidence fixes tax 
liability. The significance of this statement 
can be illustrated by comparison of the net 
income tax cases with the business privilege 
tax cases.* 


If the taxable incidence, activity or event 
occurs within the taxing jurisdiction, a 


*“State Tax on Railway Gross Receipts,’ 82 
U. S. (15 Wall.) 164 (1873); “Delaware Railroad 
Taz,” 85 U. S. (18 Wall.) 888 (1874) and Maine 
v. Grand Trunk Railway Company, 142 U. S. 
217. Cf. Horn Silver Mining Company v. New 
York, 143 U. S. 305. The Maine and Horn cases 
were cited in the recent case of Miller Brothers 
v. Maryland, 347 U. S. 340, 366, and the Grand 
Trunk case was relied upon as controlling au- 
thority in the opinion announcing the judgment 
of the court in Jnterstate Oil Pipeline Company 
v. Stone, 337 U. S. 662, 663. 

*Compare the income tax cases: United 
States Glue Company v. Oak Creek, 247 U. S. 
321; Underwood Typewriter Company v. Cham- 
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proper apportionment formula can take into 
consideration the total of such activity, 
event or incidence taking place within the 
taxing jurisdiction, as compared to the 
total everywhere. However, if the ac- 
tivity, event or incidence does not take 
place within the taxing jurisdiction, or 
constitutes a subject over which the taxing 
state has no power, any attempt at appor- 
tionment would be invalid. Jurisdictionally, 
the income tax is favored because the tax 
base is broad enough to include any eco- 
nomic gain resulting from activity within 
the taxing jurisdiction, without reference to 
the nature of the activity or event giving 
rise to that economic gain. 


Even here, however, the application of 
the statute to particular facts is important. 
Under identical circumstances and com- 
parable income tax laws, the Kentucky 
and Arkansas courts reached contrary re- 
sults. The Supreme Court of Kentucky 
held that income derived from the use of 
a lessor’s refrigerator cars in interstate 
commerce within the taxing jurisdiction, by 
the lessee, did not constitute taxable income 
in Kentucky to the lessor. On the same 
set of facts the Supreme Court of Arkansas 
held to the contrary. The Kentucky court 
reasoned that income was derived by the 
lessor by execution of the leasing agree- 
ments outside the state, and that the lessor 
conducted no taxable activity or derived 
no taxable income from sources within the 
state of Kentucky. On the other hand, 
the Arkansas court attributed the use of 
the refrigerator cars by the lessee within the 
taxing state to be taxable activity of the 
lessor, because in both instances the lessor 
was paid as a result of use of its rolling 
stock, 


Undoubtedly the most significant prob- 
lems of characterization are involved in 
those subjects of taxation which do not 
readily lend themselves to income tax con- 
cepts, nor are they, strictly speaking, busi- 
ness activities or privilege taxes, Certainly, 
if they are the latter, and the business in 


berlain, 254 U. S. 113; Atlantic Coast Line 
Railroad v. Daughton, 262 U. S. 413; and Hans 
Rees’ Sons, Inc. v. North Carolina, cited at 
footnote 2, with business privilege cases, such 
as Spector Motor Service v. O’Connor, cited at 
footnote 3; Joseph v. Carter & Weekes, 330 
U. S. 422; Alpha Portland Cement Company v. 
Massachusetts, cited at footnote 3; and Michi- 
gan-Wisconsin Pipe Line v. Calvert, cited at 
footnote 3. 

* Kentucky Tax Commission v. American, 294 
S. W. (2d) 554, (Ky., 1956); and Commissioner 
of Revenues v. Pacific, 296 S. W. (2d) 676. 
(Ark., 1956). 
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which the taxpayer engages is wholly in- 
terstate within the taxing jurisdiction, the 
subject of taxation is without the reach of 
a state’s power to tax." 


One of the problems currently facing 
the State of Michigan is the very real 
problem of characterization of the business 
activities tax, both for jurisdictional and for 
formula application purposes. 


If the tax is given the operating effect 
jurisdictionally of a net income tax, the tax- 
able incidence is different than if the tax 
is construed to be a business privilege tax 
or a gross receipts tax. Such a tax subject 
must first be characterized. This requires 
a detailed examination of the effect of the 
language employed to determine the taxable 
incidence or activity. Once this is ascer- 
tained, questions of the validity of its 
measure or its particular application can 
then be decided. 


Effect of the relationship of the subject 
of taxation to interstate commerce.—The 
problem of characterization in terms of 
whether a taxable subject exists apart from 
constitutional restrictions has been con- 
fused by meaningless distinctions of the 
Supreme Court of the United States. It is 
not difficult to assume the validity of and 
follow the Court’s reasoning in cases such 
as Joseph v. Carter & Weekes, cited at 
footnote 5, and Michigan-Wisconsin Pipe Line 
Company v. Calvert, cited at footnote 3. You 
will recall that in the Weekes case the 
Court held that stevedoring is an integral 
part of interstate commerce and in the 
Michigan-Wisconsin Pipe Line case the Court 
held that gathering of gas through small 
lines for transmission in interstate com- 
merce was an integral part of that com- 
merce. The same Court has held that the 
generation of electricity for transmission 
in interstate commerce is a valid subject of 
local taxation.* It also has held that the 
generation of electricity to run compressors 
to drive gas in interstate commerce was 
sufficiently divorced from the commerce 
to constitute a proper subject.’ 

In the latter case the court alluded to 
this distinction in comparing the invalid 
activities connected with interstate com- 
merce with valid activities not so connected 
for purposes of state taxation, by stating: 
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“We think they belong to the category 
of cases which construe the state tax acts 
involved as taxes on interstate commerce 
and its instrumentalities, rather than on 
operations closely connected with but dis- 
tinct from that commerce.” 

The language itself is illusory and as 
it has been applied by the Supreme Court 
of the United States becomes insignificant. 


Suffice to state here, if the subject of tax- 
ation is considered a tax on an integral 
part of interstate commerce, it is invalid. 
No formula will correct this invalidity. 


Closely akin to the problem of finding 
a proper local tax base is the relationship 
of the factors used to allocate a consti- 
tutionally acceptable tax base. The Su- 
preme Court of the United States, in re- 
tracting from its position that the measure 
of a validly imposed tax was of no concern 
to it,” recognized the interchangeable nature 
of the tax base and its measure. The Court 
has looked to the measure to determine 
what it believes to be the subject taxed, 
and invalidated a tax though ostensibly 
it was levied on a proper subject." On 
the other hand, measures which would 
have constituted invalid tax bases have 
been sustained if imposed on a valid taxable 
incidence.” 





™ Spector Motor Service, Inc. v. O’Connor and 
Michigan-Wisconsin Pipe Line v. Calvert, both 
cited at footnote 3. 

8’ Coverdale v. Pipe Line Company, 303 U. S. 


604. 
* Utah Power & Light Company v. Pfost, 286 
U. S. 165. 
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%” See footnote 4. Cf. Home Insurance Com- 
Pany v. New York, 134 U. S. 594, 600, where it 
was held that ‘“‘the mode which the state may 
deem fit to adopt to fix the amount” was inde- 
pendent of question of validity of the tax. 

1 Gwin, White & Prince, Inc. v. Henneford, 
305 U. S. 434. 

12 American Manufacturing Company v. 8t. 
Louis, 250 U. S. 459. 
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In determining the validity of an ap- 
portionment formula, the distinction must 
be maintained between the tax base, as 
a valid subject of taxation, and apportion- 
ment factors as measuring devices. If a 
court confuses the two (and in many in- 
stances the distinctions may be without 
substance to a court), the measure may be 
declared invalid by reference to a state’s 
power to tax the factors employed. In the 
recent cases of Panhandle and Gartland,” 
the Michigan Supreme Court determined 
the validity of the measure of a franchise 
fee by reference to the state’s power to tax 
gross receipts from interstate commerce. 
This result was obtained by confusing the 
use of a receipts factor as a measuring 
device with gross receipts as a subject 
of taxation.” 


The necessity of avoiding this confusion 
between the tax base and its measure 
further emphasizes the importance of prop- 
erly determining the taxable event or inci- 
dence in the first instance. 


Effect of the relationship between a par- 
ticular apportionment formula and the sub- 
ject of taxation—As a general rule an 
apportionment formula, to be valid, must 
be one that properly measures the activity 
of a taxpayer within a jurisdiction in refer- 
ence to a particular subject of taxation. 
Although this would appear to be self-evi- 
dent, there are instances where the courts 
and administrative agencies have misapplied 
this basic consideration. A classic example 
is found in the Pennsylvania decision of 
Commonwealth v. Columbia Gas & Electric 
Corporation.” The use of a track mileage 
factor for railroads is an historical example 
of the use of a factor or formula which, in 
many instances, did not measure that which 
was intended to be measured.” The im- 
portant consideration here is that other 
factors deemed to be valid are used to 
disqualify the application of another factor 
or formula. The same is true in many 
instances in determining whether or not 
separate accounting is proper. In many 
instances separate accounting simply means 
that the court determined it to be more 
valid in terms of measurement than the use 


of a particular formula. Invariably, in such 
cases some formula or method of division 
is arbitrarily used to determine some aspect 
of the separate accounting allocation. This 
is well illustrated by a Kentucky case.” In 
this case the court initially held that sepa- 
rate accounting should be used if at all 
possible. The taxpayer was in the retail 
business and had four stores, two located 
within Kentucky and two without the state. 
The accounts of all the stores were kept 
separately except for central management. 
This case illustrates the use of so-called 
separate accounting as compared to an ap- 
portionment formula. The statutory formula 
allocated $11,493.46 net income to Kentucky. 
The “separate accounting” allocated $2,423.47. 
Central management expenses of $49,129.26 
were apportioned on the basis of a gross 
receipts formula, instead of the statutory 
formula, The court actually used an ap- 
portionment formula of the taxpayer’s choice. 


In the Allphin case it should be apparent 
that if the subject of taxation were gross 
receipts, separate accounting was a proper 
solution. The tax being on net income, it 
is also readily apparent that separate ac- 
counting was impossible because one could 
not say for certain what portion of the net 
income was in fact attributable to Kentucky. 
It might be stated that the more distant the 
relationship between the subject of taxation 
and the factors employed in an apportion- 
ment formula, the more chance there is 
for error in result and the more difficult it 
is to prove error. 


Error is proven by having accepted as 
more valid those factors which are more 
closely related to the taxpayer’s taxable 
activity. Basically, if the tax is an income 
tax, one should use factors which measure 
net income. If profitable transactions can 
be separated from nonprofitable ones, only 
profit derived from transactions in the state 
need be allocated.” 


Generally, the three-factor Massachusetts 
formula has been upheld as constituting a 
proper measure for general business privi- 
lege and income tax purposes.” However, 
even this formula cannot be considered 
valid when its factors do not measure any 





% Panhandle Eastern Pipe Line Company v. 
Corporation & Securities Commission, 346 Mich. 
50; and Gartland Steamship Company v. Corpo- 
ration & Securities Commission, 339 Mich. 661. 

“ East Ohio Gas Company v. Tax Commis- 
sioner, 283 U. S. 465; and Norton Company v. 
Department of Revenue of Illinois, 340 VU. S. 
534, and other gross receipts cases should have 
saved the receipts factor of the formula, even 
though the franchise tax had the operative 
effect of a receipts tax. 


728 


% 336 Pa. 209, 8 Atl. (2d) 404. 

% Wallace v. Hines, 253 U. S. 66. 

Charles C. Parks Company v. Allphin, 295 
S. W. (24) 562 (Ky., 1956). 

% McWilliams Dredging Company v. McKeig- 
ney, 86 So. (2d) 672 (Miss., 1956). 

” Butler Brothers v. McColgan, cited at foot- 
note 2. 
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activity of the taxpayer. Thus, in a Georgia 
income tax case” the court denied the 
taxpayer the use of an inventory factor in 
a three-factor formula when the taxpayer, 
in fact, had no inventory anywhere. It is 
believed that the court in this case stated 
our problem of selection of factors in 
reference to a particular subject of taxation 
rightly by the following language: 


“The object of apportionment is to fairly 
allocate the net income of the taxpayer, and 
this is accomplished by the selection of 
factors which are causally related to the 
production of the income, and a fair and 
proper allocation is obtained only when all 
of the factors of the formula actually exist 
and are used by the taxpayer in making an 
apportionment of its net income.” 


Effect of the interstate commerce clause 
on the validity of apportionment formulae. 
—There are those who will assert that 
if the state finds a proper subject of taxa- 
tion in relationship to a particular taxpayer 
and applies a valid formula to measure that 
portion of a taxpayer’s activity taking place 
within the confines of a taxing jurisdiction, 
the interstate commerce and due process 
requirements have been met. This is a 
viewpoint which appears to be consistent 
with the decisions of the Supreme Court 
of the United States.“ For Michigan, in 
light of the Panhandle case, this would con- 
stitute a bold assumption. The Panhandle 
case and the cases upon which it relied 
for authority illustrate a result that follows 
from an improper analysis of the purpose 
and effect of an apportionment formula, 
and also of the jurisdiction and power 
of a state to measure a tax by activities 
within the confines of its boundaries, ir- 
respective of whether they are interstate, 
intrastate or foreign in character. To apply 
the rationale, reasoning and results of gross 
receipts cases to a franchise privilege fee 
measurement matter, can at least be said 
to be an error of overgeneralization. Be- 
cause of the effect of such a decision in 
Michigan, and its possible effect elsewhere, 
and since it is illustrative of problems en- 
countered in this area, background and 


. the court did not realize that 


analysis of the Panhandle decision may be 
in order here. 

It is necessary to understand the Gartland 
case before the court’s decision in reference 
to Panhandle can be understood. In Gartland 
the court specifically held that the appli- 
cation of the formula of tons loaded and 
unloaded in Michigan, compared to total 
tons loaded and unloaded everywhere, con- 
travenes the due process and interstate 
commerce clauses of the United States 
Constitution. 


This result followed, reasoned the court, 
because the intrastate and interstate busi- 
ness of Gartland could be separated, and 
because you cannot tax the privilege of 
engaging in interstate commerce, nor in- 
crease a local privilege fee by interstate 
commerce done within the state. The cleav- 
age of Gartland’s business as to interstate 
and intrastate was on the basis of origin 
and destination of the commodities trans- 
ported. Gartland conducted a unitary busi- 
ness. Complete severability of any aspect 
of Gartland’s business was factually and 
economically impossible. It is believed that 
“business 
done” within a state for business-privilege- 
fee purposes includes not only intrastate ac- 
tivity, but also that portion of interstate 
activity done within the confines of the state. 


The court also apparently assumed, on 
authority of the old gross-receipts cases, 
that you cannot include within the measure 
of a local privilege fee receipts from inter- 
state commerce. The court then concluded 
that the formula was unconstitutional to the 
extent it included tonnages or receipts from 
interstate transportation activities. These 
pivotal errors are, of course, interrelated. 


Reasoning from these premises, the court 
was able to conclude in its opinion that the 
result obtained by the Section 5 formula 
[tons loaded and unloaded in Michigan 
compared to total tons loaded and unloaded 
everywhere (transposed to receipts to con- 
form with the accounting method employed 
by Gartland)], was unreasonable as a factual 
matter as applied to Gartland Steamship 
Company. 





2% State of Georgia v. Coca Cola Bottling Com- 
pany, 94 S. E. (2d) 708 (Ga., 1956). 

21 Pullman’s Palace Car Company v. Pennsyl- 
vania, 141 U. S. 18 (1891); Adams Express Com- 
pany v. Ohio, 165 U. S, 194 (1897); United 
States Glue Company v. Oak Creek, cited at 
footnote 5; American Manufacturing Company 
v. City of St. Louis, cited at footnote 12; Under- 
wood Typewriter Company v. Chamberlain, 
cited at footnote 5; Hump Hairpin Company v. 
Emmerson, 258 U. S. 290 (1921), Hope Natural 
Gas Company v. Hall, 274 U. S. 284; New York 
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v. Latrobe, 279 U. S. 421; International Shoe 
Company v. Shartel, 279 U. S. 429; Western Car- 
tridge Company v. Hmmerson, 281 U. S. 5il 
(1930); Matson Navigation Company et al. v. 
State Board of Equalization, 297 U. S. 441 
(1936); Ford Motor Company v. Beauchamp, 
308 U. S. 331; International Harvester Company 
v. Evatt, 329 U. S. 416; Central Greyhound 
Lines v. Mealy, 334 U. S. 653; Canton Railroad 
Company v. Rogan, 340 U. S. 511; and Spector 
Motor Service, Inc. v. O’Connor, cited at foot- 
note 3. 
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In the Panhandle case the court was con- 
fronted with its reasoning in the Gartland 
case as an immediate precedent. Panhandle 
was on appeal to the circuit court from the 
corporation and securities commission at 
the time Gartland was decided. Its original 
objection to the Section 5 formula (payroll, 
receipts and property) was its unreason- 
ableness in not taking into consideration 
the gas production and purchase activity 
of Panhandle. Panhandle thus requested 
substitution of a five-factor formula com- 
posed of receipts, property, payroll, gas 
production and purchases, in lieu of the 
three factors prescribed by the statutory 
formula. 


After the Gartland decision, Panhandle 
then argued that it could exclude its inter- 
state receipts from the receipts factor of 
the three-factor formula, because to include 
them in such a factor would contravene 
the interstate commerce and due process 
clauses of the federal Constitution. Au- 
thority for this proposition was Gartland. 


The Supreme Court of Michigan, in 
granting Panhandle this relief, held that 
even though approximately 34 per cent of 
Panhandle’s total receipts, 3 per cent of its 
payrolls, and 5 per cent of its properties 
were related to its Michigan business, an 
allocation of 9 per cent of its total paid-up 
capital and surplus violated the principles 
enunciated by the court in Gartland. 


In Panhandle the court did not infer any 
unreasonableness in result, but apparently 
affirmed the reasoning of its Gartland de- 
cision, that is: (1) Business done within 
the state includes only intrastate business 
and does not include any part of interstate 
activity; and (2) to include receipts from 
interstate sales in interstate commerce is 
per se unreasonable in a due-process-of-law 
sense, and unconstitutionai as constituting 
an unlawful burden on interstate commerce. 


If the Supreme Court of Michigan did 
in fact hold in the Panhandle and Gartland 
decisions that “business done” within the 
state for measurement purposes includes 
only intrastate business, it is believed that 
such holding is contrary to controlling 
United States decisions.” 


If the court also decided in the Gartland 
and Panhandle decisions that one could not 
include interstate receipts or receipts from 
interstate business in a factor of an ap- 
portionment formula, this holding is con- 
trary to many cases specifically on point, 
including its own decision in Detroit and 
Cleveland Navigation Company v. Department 
of Revenue.” 


On the other hand, if these decisions 
(notwithstanding the language employed 
and the cases relied upon therein) deter- 
mined only that a particular formula, as 
applied to a particular set of facts and tax- 
payer, was unreasonable, they would consti- 
tute no departure from established principles. 
The only question would be one of reason- 
able application. 


What, then, should be the proper rela- 
tionship between the interstate commerce 
clause and the due process clause in deter- 
mining the validity of an apportionment 
formula? It is submitted that a question of 
proper measurement is foreign to interstate 
commerce considerations and should be re- 
lated solely to due process of law con- 
siderations, The question always is the 
reasonableness of the result obtained in 
reference to the subject of taxation, and 
the activity of the taxpayer in reference 
thereto in-the taxing jurisdiction. If the 
formula operates unreasonably, its only 
effect in terms of interstate commerce is to 
attribute to the taxing jurisdiction activi- 
ties, events or values located beyond its 
borders. ’ 


Effect of state administrative determina- 
tion in reference to the validity of a formula. 
—Without exception it is believed that all 
administrative agencies have discretion in 
the application of a particular allocation 
formula to a particular set of circumstances. 
Problems in this area relate to the proper 
exercise of this discretion and the scope of 
judicial review of such matters. 


The courts have long recognized that 
property tax valuation problems do not 
lend themselves easily to judicial review. 
The reason for this is twofold. First, those 
dealing with valuation problems continu- 
ously are better able to determine value. 





2% Matson Navigation Company v. State Board 
of Hqualization, cited at footnote 21; Spector 
Motor Service, Inc. v. O’Connor, cited at foot- 
note 3; and Western Live Stock v. Bureau of 
Revenue, 303 U. S. 250. 

2 International Harvester Company v. Evatt, 
cited at footnote 21; Butler Brothers v. McCol- 
gan, cited at footnote 2; Matson Navigation 
Company v. State Board of Equalization, cited 
at footnote 21; Western Cartridge Company v. 
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Emmerson, cited at footnote 21; Hump Hairpin 
Company v. Emmerson, cited at footnote 21; 
United States Glue Company v. Oak Creek, 
cited at footnote 5; Wisconsin & Michigan Rail- 
way v. Powers, 191 U. S. 379 (1903); “State Tax 
on Railway Gross Receipts,’’ cited at footnote 
4; and Detroit and Cleveland Navigation Com- 
pany v. Department of Revenue, 342 Mich, 234. 
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Secondly, such determinations primarily in- 
volve factual and administrative considera- 
tions, as contrasted to questions of law. 
The same consideration should hold true in 
the application of apportionment formulae 
by administrative agencies. 

It would appear that the courts would be 
well justified in leaving these discretionary 
matters in the hands of the administrative 
agencies concerned except in cases of abuse 
or the application of erroneous principles 
of law. This has not been done by the 
courts in many instances, apparently be- 
cause of a lack of a clear understanding of 
the significance or effect of substituting 
their judgment for that of the legislature 
or administrator. If this is not done, the 
court is then substituting its opinion as to 
what is a fair and equitable formula in a 
particular circumstance for the opinion of 
the tax administrator and/or the legislature. 
If the court does this, each taxpayer feels 
entitled to a judicial determination of the 
application of a formula, even though the 
application depends upon the exercise of 
discretion, which is dependent upon factual 
details of the taxpayer’s business. 


The Supreme Court of the United States 
has recognized this problem by consistently 
adhering to the proposition that the tax- 
payer has the burden of showing, by clear 
and cogent evidence, that the application of 
any formula in fact deprives it of due 
process of law or imposes a tax on its 
interstate business (other than using a 
portion of that business for measurement 
purposes).™ 

As stated by the Court in the Newark 
case: “When a tax appropriately chal- 
lenged before us is not found to be in 
plain violation of the Constitution our task 
is ended.” * 

Reasonableness of the application of a 
formula to a particular economic and busi- 
ness set of facts varies with individual 
opinion, Therefore, it appears that the 
courts should declare invalid a formula only 
in the most convincing circumstances, and 
deny review of discretionary administrative 
determinations. 

In conclusion, it is believed that any 
allocation or apportionment formula should 
be valid if it is composed of factors which 
properly measure the taxable activity taking 
place within the taxing jurisdiction. 

To properly determine taxable activity, it 
is first necessary to ascertain, with some 


degree of precision, the taxable event or 
incidence which gives rise to the tax lia- 
bility; next, the activity of a particular tax- 
payer must be taken into consideration in 
its relationship to a particular tax base; 
then, proper factors should be employed 
to measure the taxable activity within the 
taxing jurisdiction, which takes into con- 
sideration both subject of taxation and the 
taxpayer’s particular activity within the 
state. When this is accomplished, any 
formula should be valid unless it is so 
unreasonable in its measurement results 
that it constitutes the taking of property 
without due process of law,-or it is neces- 
sarily void for interstate commerce reasons 
because attempting to measure a subject 
of taxation over which the state has no 
jurisdiction to tax. 


Supreme Court Decides 
Four State Tax Cases 


The United States Supreme Court de- 
cided four cases involving state taxes dur- 
ing its 1956 Term, leaving six other cases 
as unfinished business to be taken up next 
fall. 

The first case decided by the Court was 
Nelson v. City of New York, 3 stc § 200-121. 

Here the Court upheld the validity of a 
New York City ordinance under which a 
taxpayer, because he failed to pay water 
charges of $887, even though it was as a 
result of a default of a bookkeeper, lost 
property valued at $52,000 in a tax fore- 
closure sale. 

The Nelson case was decided on Decem- 
ber 10, 1956. One week later, on December 
17, 1956, the Court delivered its decision in 
Leslie Miller, Inc. v. State of Arkansas, 
3 stc § 200-122. Here it held that a fed- 
eral contractor could not be subjected to 
state licensing requirements. 


Six months after the Miller decision, the 
Court rendered its third opinion concern- 
ing state taxes. In West Point Wholesale 
Grocery Company v. City of Opelika, 3 stc 
{ 200-123, the Court denied to cities the 
right to assess a flat-sum privilege tax on 
an interstate concern whose only contact 
with the city is to solicit orders and to 
deliver goods as the end of an uninterrupted 
movement in interstate commerce. 


Reverting to the shorter time interval of 
one week, the Court handed down its fourth 





* Bass, Ratcliff & Gretton v. State Tax Com- 
mission, 266 U. S. 271; and Compafiia General 
v. Collector, cited at footnote 2. 
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and final state tax opinion of its 1956 Term 
on June 24. In Morey v. Doud, 3 stc 
{ 200-124, the Court declared the Illinois 
Community Currency Exchanges Act in- 
valid for discriminating between firms sell- 
ing or issuing money orders in the state. 
The Illinois act excepted money orders of 
the American Express Company from its 
licensing requirements, 

Awaiting action by the Court were five 
cases dealing with state taxation of con- 
tractors and suppliers of the federal govern- 
ment (Detroit v. Murray Corporation of 
America, 1957 Docket No. 36, certiorari 
granted; U. S. and Borg-Warner Corporation 
v. City of Detroit, 1957 Docket No. 26, 
probable jurisdiction noted; U. S. v. Town- 
ship of Muskegon and Continental Motors v. 
Township of Muskegon, 1957 Docket Nos. 
37 and 38, probable jurisdiction noted; and 
Board of Assessors of Riverhead v. Grumman 
Aircraft, 1957 Docket No. 136, no action 
taken). 

Also awaiting action is White v. Wash- 
ington, 1957 Docket No. 184, in which the 
Washington Supreme Court ruled that the 
operator of vending machines was liable 
for the sales tax even though, under the 
state bracket system, individual sales were 
too little for the tax to be passed on to the 
consumer. 


Atlantic States 


Income taxes.—The optional tax-table de- 
ductions are broadened in Massachusetts 
for taxable years beginning after 1956; 
they will take into account appropriate de- 
ductions not only for dependents but also 
for state and federal income taxes, union 
dues and social security payments, H. B. 
3145, approved July 17. Beginning in 1958, 
interest from deposits in any banking com- 
pany or Morris Plan company will get the 
same exemption now granted interest on 
savings bank deposits, H. B. 2765, approved 
June 29. 

Excise taxes.—Pennsylvania has repealed 
its tax upon the sale of stock, H. B. 806, 
approved and effective July 10, 1957. 

Beer and wine taxes in Vermont were 
hiked from 15 cents to 20 cents per gallon 
on August 1, 1957, H. B. 381, approved 
June 28. 

Franchise taxes and fees.—Massachusetts 
has made effective for taxable years be- 
ginning after 1956 a proration of the corpo- 
ration franchise tax for businesses whose 
taxable year is less than 12 months, H. B. 
2903, approved July 19. 
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Gasoline taxes.—Interstate buses are ex- 
empted from the special Connecticut fuel 
tax, but will pay, instead, a highway use 
tax equivalent to the current rate of mot~r 
fuel taxes and determined according to the 
percentage of total miles traveled in the 
state, Pub. A. 671, approved June 21, 


Vermont's gasoline tax rate has advanced 
from 5% cents per gallon to 6% cents, 
H. B. 184, effective July 15, 1957. 


Inheritance taxes.—The Pennsylvania ex- 
emption allowed on property transferred to 
religious, charitable, scientific, literary or 
educational corporations is extended to 
similar unincorporated associations or soci- 
eties, H. B. 1426, effective June 1, 1957. 


License taxegs.—Vermont towns, villages 
or cities are authorized to regulate trailer 
parks and to collect license fees, H. B. 325, 
approved June 29. 


Property taxes.—The exemption presently 
extended in Massachusetts to property 
owned by charitable organizations will be 
extended, beginning January 1, 1958, to real 
estate held in trust for a charitable organiza- 
tion. Boards of assessors of Massachusetts 
cities or towns affected by the May forest 
fires may grant an abatement of taxes on 
real and personal property destroyed by 
the fires, but applications for abatement 
must be filed by October 1, 1957, Chapter 
451, approved June 20. 


New Hampshire has clarified and broadened 
its real and personal property tax exemp- 
tions, H. B. 142, effective April 1, 1958. 


Beginning in 1958, real property in Phila- 
delphia, Pennsylvania, will be taxed an ad- 
ditional 0.75 mill per $1 of assessed value 
for school purposes, H. B. 1224, approved 
July 8. The same school-tabbed additional 
tax is also authorized for Pittsburgh, H. B. 
1722, approved July 12. In addition, a 
higher limitation on the school property tax 
of Pennsylvania school districts of the 
second, third and fourth class is enacted, 
S. B. 99, approved July 12. A scale of 
gradually decreasing assessments for the 
tools and machinery of mills, mines and 
factories is established, H. B. 797, approved 
July 16. 


Vermont provides that on April 1 per- 
sonalty will be appraised according to its 
fair market value, instead of its value in 
money, H. B. 293, approved June 28. 


Sales and gross receipts taxes.—Pennsy]- 
vania has made changes in the filing re- 
quirements for sales and use tax returns, 
S. B. 915, approved July 8. The cost of the 
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commodity at its source will not be in- 
cluded as “receipts” in computing the 
Philadelphia gross receipts tax on whole- 
salers dealing in dressed poultry, cheese, 
and rough or planed lumber, cotton spun 
yarn or grain, where the wholesaler does 
not have title to the lumber, cotton or 
grain, H. B. 1178, retroactive to January 1, 
1950. 


Lake States 


Income taxes.—Wisconsin has extended 
its 20 per cent surtax on personal income 
taxes through 1957 and 1958, A. B. 822, 
approved July 29. Also extended through 
1957 and 1958 is the $1,500 exemption for 
compensation received as a member of the 
armed forces, S. B. 120, effective July 18, 
1957. 


Excise taxes.—Ohio extended to water 
companies the $25,000 excise tax deduction 
from gross receipts accorded public utili- 
ties, S. B. 211, approved June 14. 

Inheritance and estate taxes.—Michigan 
inheritance and estate taxes and death 
duties will be studied by a special com- 
mittee of the state legislature; a report will 
be made to the 1958 regular session, H. R. 
25, adopted May 2, 1957. 


Insurance company taxes.—Domestic Wis- 
consin insurance companies need not pay 
any tax or gross premiums from disability 
insurance, A. B. 394, approved June 5. 


Motor vehicle taxes.—A flat fee of $10 
is imposed on Wisconsin motor trucks 
equipped with mixing and grinding equip- 
ment and used exclusively as portable feed 
mills, A. B. 646, approved August 1. 


Property taxes. —A bonus for Korean 
veterans will be referred to Illinois voters 
at the November, 1958 election. If passed, 
a $75 million bond issued will be retired by 
a one-cent cigarette tax and a direct an- 
nual tax upon real and personal property, 
S. B. 269, approved July 5. A study of the 
adequacy, efficacy and equity of personal 
property classification will be made by an 
Illinois Commission on Personal Property 
Tax, with a report due by March 1, 1959, 
H. B. 1311, approved July 8. 


Continued study of iron- and copper- 
mining property taxation and the Com- 
mercial Forest Reserve Act is authorized 
in Michigan, with a report due at the next 
session of the legislature, H. R. 17, adopted 
May 24. 


Ohio has exempted civil defense struc- 
tures, equipment and facilities from state 
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and local taxation, H. B. 648, effective 
September 16, 1957. Extended to June 30, 
1959, is the authority of any governmental 
subdivision, other than a school district, to 
levy taxes in excess of ten mills for relief, 
welfare, hospitalization, health and support 
of general or tuberculosis hospitals, H. B. 1, 
effective June 14, 1957, Permitted purposes 
for which the taxing authority of any sub- 
division may levy taxes in excess of the 
ten-mill limitation now include buying and 
caring for police vehicles and equipment, 
paying salaries to permanent police per- 
sonnel and maintaining a county home; 
the permissible excess levy for a municipal 
university has been raised, H. B. 142, effec- 
tive September 17, 1957. 


Sales and gross receipts taxes.—Busi- 
nesses moving into Illinois are exempt from 
use tax on property bought outside Illinois 
and used at least three months before being 
brought in, H. B. 1330, effective July 9, 
1957. Those who may file claims for re- 
funds of Illinois use taxes or penalties, and 
the procedure to be followed, is established, 
S. B. 763, approved July 5. Effective July 
1, 1959, returns and payments under the 
Illinois sales and use tax laws will be due 
on the last day of the month rather than 
the fifteenth, H. B. 748 and H. B. 749, 
approved July 8. Sales and use taxes have 
been made applicable to persons engaged 
in the business of repairing tangible per- 
sonal property or of incorporating therein 
other tangible personal property, S. B. 882 
and S. B. 883, approved July 11. While a 
taxpayer is a debtor in a bankruptcy pro- 
ceeding, and thereafter until 90 days after 
the department of revenue is notified by 
him of his discharge in bankruptcy, the 
time within which an action at law for the 
recovery of delinquent taxes is to be begun 
by the department of revenue shall not run, 
S. B. 761, approved July 5. 


Tax administration.—Problems are crop- 
ping up in Ohio relating to the overlapping 
of municipal income taxation. A study of 
the problems and a report on the feasi- 
bility of establishing a system of reciprocity 
is authorized, H. R. 93, adopted June 18. 


Midwestern States 


Gasoline taxes.—Nebraska’s prospective 
increase in the gas tax rate from six cents 
to seven cents per gallon (L. B. 375, ef- 
fective September 20, 1957) may be blocked 
by petitions being circulated in the state. 

License taxes.—The Oklahoma license fee 
for automobile rental trailers is set at $15 
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for two-wheel trailers and $25 for four- 
wheel trailers, with the fee to be in lieu of 
all ad valorem taxes; applications for regis- 
tration on a pro-rata or apportionment basis 
will be required by February 15 annually, 
H. B. 846, effective January 1, 1958. 

Motor vehicle taxes.—Property-carrying 
commercial vehicles grossing over 60,010 
pounds shall pay a registration fee of $800 
in Missouri; those weighing 54,001 to 60,010 
pounds are registrable for $600. In the 
same weight classifications, the registration 
fees for local commercial vehicles are $235 
and $200, respectively, S. B. 306, effective 
August 29, 1957. 

The South Dakota Supreme Court clari- 
fied the application of the state’s motor- 
vehicle-license reciprocity provisions in 
Sorenson, CCH Soutna Daxkora Tax CAsEs 
{| 200-009. The provisions apply only when 
the involved transportation is between South 
Dakota and another state, Where as in 
Sorenson a truck was registered in Minne- 
sota but did not travel upon the highways 
of that state, its business mainly consisting 
of hauling packing-house products from 
South Dakota and other adjoining states to 
the West Coast, the reciprocity provisions 
did not apply. 

Property taxes.—The number of assess- 
ment areas of railroads in Missouri is en- 
larged to include such areas as special road, 
library and school districts, public water 
supply, fire protection and sewer districts 
or subdivisions, except school districts 
through or in which railroad property is 
located, H. B. 97, effertive June 19, 1957. 


Pacific States 


Income taxes.—The California formula 
for allocating corporation income for tax 
purposes is changed for fiscal or calendar 
years beginning after 1956 to include in- 
come derived from transportation by sea or 
air outside the state, S. B. 2435, approved 
July 8. The state has made Section 333 of 
the federal Code, concerning corporate 
liquidations within one calendar month, 
effective for liquidations occurring after 
1956, S. B. 2115, approved June 8. 

Excise taxes.—California’s additional five- 
cent privilege tax on fish packers is ex- 
tended to December 31, 1959, Chapter 1459, 
approved July 4. 

Inheritance and estate taxes.—The sur- 
viving spouse in California is granted a 
$50,000 exemption from inheritance taxes, 
and Class B and Class C rates are raised, 
H. B. 53, approved June 12. 
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A Washington referendum bearing 160,000 
signatures would require placing Chapter 
280 (the 1957 law that removed the $40,000 
life insurance exemption and the federal 
estate tax deduction from the inheritance 
tax law) before the voters for approval or 
rejection in the November, 1958 general 
election. Only 45,160 of the signatures need 
be proved valid. 


Insurance company taxes.—The real estate 
deduction will no longer be allowed in com- 
puting the insurance tax; the three-year 
period during which claims for a credit of 
overpayment of ‘tax, allowance of credit 
and the levy of any additional tax must be 
made will start running as of October 15, 
instead of August 10, of the year of assess- 
ment, Chapter 1179, approved July 3. 


Gasoline taxes.—Where gasoline is ex- 
ported from California, motor-fuel-tax re- 
fund applications must be filed within three 
months, instead of 90 days, from the date 
of exportation; all other applications for 
motor-fuel-tax refunds must be filed within 
13, instead of 12, months from the date 
of purchase, Chapter 701, approved May 3. 
The state will allow credits and refunds on 
motor fuel taxes paid to vendors, S. B. 2276, 
approved July 6. 


Motor vehicle taxes.— The California 
Motor Vehicle Reciprocity Commission has 
had its permissory functions broadened by 
S. B. 1166, approved July 4, and S. B. 943, 
approved July 6. The former, for purposes 
of proportionate registration and licensing, 
permits the commission to allow fleets to 
pay their proportionate fee without desig- 
nating certain motor vehicles for licensure. 
Two new laws make exemptions from the 
motor vehicle registration laws: S. B. 1258, 
approved July 10, exempts cotton trailers 
used for carrying cotton from farm to gin; 
S. B. 1460, approved July 5, exempts fork- 
lift trucks used primarily for loading and 
stacking, and operating on a highway for 
distances under one-quarter mile. Another 
new law makes the motor-vehicle-transpor- 
tation-license tax not applicable to any 
gross receipts of construction contractors 
or subcontractors from hauling incident to 
a written public works lump-sum or cost- 
plus-a-fee construction contract, S. B. 2267, 
approved July 8. 


Property taxes.—In assessing California 
property zoned and used for agricultural 
or recreational purposes, with no reason- 
able probability of the removal or modifica- 
tion of the zoning restriction within the 
near future, no factors other than those 
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relative to such use are to be considered by 
the assessor, S. B. 1637, approved July 8. 


Sales and gross receipts taxes.—A sales 
and use tax is to be levied on phony auction 
bids in California, A. B. 4171, approved 
July 4. 


Southern States 


Income taxes.—Former teachers or state 
employees living in North Carolina need 
not include in their gross incomes in North 
Carolina amounts received from retirement 
systems of other states where reciprocity 
exists-or where the other states levy no in- 
come tax, H, B. 397, effective January 1, 
1957. 


South Carolina has authorized continued 
study of the desirability of employer with- 
holding, S. B. 464, adopted June 15. 


Excise taxes.—Business development cor- 
porations in North Carolina are subjected 
to an annual excise tax of 4.5 per cent of 
entire net income, with a :ainimum of $10, 
due the first day of each calendar year, 
S. B. 283, effective June 5, 1957. 


Inheritance taxes.—A North Carolina 
widow receiving all or the majority of an 
estate may claim the $5,000 exemption of 
each of her children under 21, S. B. 7, ef- 
fective July 1, 1957. 


Gasoline taxes.—The North Carolina tax 
rebate on fuels is raised from five to six 
cents per gallon; the need to apply for a 


refund permit before using the fuel is re- 
moved; and refunds may be issued directly 
by the commissioner of revenue, S. B. 762, 
effective July 1, 1957. 


Motor vehicle taxes.— Florida disabled 
veterans of the Korean conflict are exempt 
from motor vehicle license taxes, H. B. 168, 
effective June 30, 1957. 


North Carolina will finance a driver- 
training program with an added $1 motor 
vehicle registration tax on all passenger 
and property-carrying vehicles, H. B. 33, 
effective May 15, 1957. The state has upped 
its annual operator’s license fee from $2 
to $2.50, H. B. 416, effective July 1, 1957. 


Property taxes.—Disabled paraplegic ex- 
servicemen in Florida who have been receiv- 
ing financial assistance from the federal 
government are exempt from real estate 
taxes on their homes, H. B. 1154, effective 
June 20, 1957. 


North Carolina has stiffened its personal- 
property-tax collection procedure, H. B. 
948, effective July 1, 1957. 


The South Carolina Legislature has au- 
thorized a property tax study providing 
recommendations to the 1958 general as- 
sembly for streamlining and modernizing 
the laws, S. B. 392, adopted June 13. 


Sales and gross receipts taxes.—Natural 
gas sales to utilities are excluded from 
“gross receipts” in Florida, H. B. 669, ef- 
fective June 29, 1957. 


THE NEW INCOME TAX CONVENTION WITH AUSTRIA— 


Continued from page 683 


bility, ie., the income tax is levied on their 
entire income, whether accrued in Austria 
or abroad.” 

“Limited tax liability applies only to per- 
sons who are neither domiciled nor resident 
in Austria but have income there, and in 
this case Austrian income tax is levied on 
the income accruing in Austria. The ques- 
tion of citizenship is of no relevance in 
determining whether a person is subject to 
unlimited or limited tax liability.” 


Accordingly a United States citizen who 
makes his residence in Austria might have 
to cope with the problem of double taxa- 
tion, because the United States, as well as 
Austria, claims the right to exact taxes on 
income wherever earned. Article XV of the 
convention, which provides application for 
the foreign tax credit, offers neither a com- 
plete nor a satisfactory protection against 


Tax Convention 


this predicament. This credit is available to 
a United States citizen merely with respect 
to taxes on income levied by Austria on 
income derived from sources in that country. 
(See 1954 Code Sections 901-905.) How- 
ever, the foreign tax credit could not be 
claimed for taxes levied by Austria on in- 
come derived from sources in the United 
States. Here we are faced with one of the 
instances where a foreign country adopted 
the peculiarly American principle of levy- 
ing income taxes on a global basis. For- 
tunately, heretofore the Ministry of Finance 
in Vienna has generally agreed, upon indi- 
vidual application, to tax only income 
earned within Austria. It might therefore 
be advisable to apply for such agreement 
with this ministry prior to establishing a 
residence or permanent place of abode in 
Austria. 
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Suggestions with Respect to Death Duties 


Unless an estate tax convention is con- 
cluded, there will be double taxation of 
estates of United States citizens who, at the 
time of their demise, own property in 
Austria or are deemed to have “their cus- 
tomary place of abode therein.” In the 
absence of a treaty, the United States would 
levy its estate tax on all assets of the de- 
ceased citizen, wherever located (excepting 
real property in foreign countries). Austria 
takes a similar global approach and imposes 
a sizable inheritance tax if the deceased was 
a resident of Austria or died possessed of 
assets in that country. Furthermore, ir- 
respective of citizenship and residence of 
the deceased, every beneficiary who resides 
in Austria or who should be deemed to have 
his permanent place of abode in that country, 
is subject to the Austrian inheritance tax. 
In this connection one must recall that the 
Austrian inheritance tax is levied not against 
the estate as such, but against each indi- 
vidual beneficiary by reason of his enrich- 
ment. The estate assets are merely subject 
to a lien for the discharge of this personal 
liability of the beneficiary. 


Section 2009 of the 1954 Code, which 
grants the foreign estate tax credit, pre- 
vents double taxation merely with respect 
to estate taxes levied on assets located in 
a foreign country. However, this provision 
cannot properly serve its purpose where 
both the United States and the foreign 
country levy death duties independently, 
each admeasuring its tax on all assets 
of the estate, wherever located (excluding 
realty outside its own jurisdiction). In 
this respect, similarity of approach results 
in double taxation. Unfortunately certain 
familiar tax techniques act to compound 
this anomaly. For instance, American tes- 
tators frequently avail themselves of marital- 
deduction trusts in order to minimize taxes. 
The effect of a marital-deduction trust in a 
will of an individual resident who owns 
property in Austria might result, under 
Austrian law, in the very opposite of a tax 
saving. This peculiar and highly unde- 
sirable situation.“‘s due to the fact that the 
trust concept is utterly unknown to Austrian 
law. Trusts are there looked upon with 
the same disfavor with which agreements 
in restraint of trade are regarded by our 
laws. 


Reputable Austrian tax experts consulted 
by the author with reference to a specific 
situation have expressed the view that un- 
der Section 7.(1)(V) and Section 8.(1) of 
the Austrian Inheritance Tax Law (Erb- 
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OTHER TREATY DEVELOPMENTS | 


Pakistan tax treaty has new type 
clause.—A new type clause, attractive 
to United States investors, is con- 
tained in the income tax treaty re- 
cently signed by representatives of the 
United States and Pakistan. The clause 
seeks to avoid the nullification of a 
foreign country’s efforts to encourage 
industrial development through its tax 
laws. To remedy the possibility that 
favorable treatment of United States 
investors under Pakistan laws would 
bring higher taxes here at home, the 
treaty calls for treating as though 
paid, for foreign-tax-credit purposes, 
the amount of income tax and super- 
tax by which the American taxpayer’s 
Pakistan tax is reduced. The treaty 
has been sent to the Senate for advice 
and consent to ratification. 


Treaties ratified—In addition to 
ratifying the treaty with Austria on 
August 8, the Senate also ratified a 
supplementary tax treaty with Canada 
and a protocol supplementing the 
Japanese tax treaty. 


schaftsteuergesetz, of June 30, 1955, Nr. 141), 
all benefits collected pursuant to a marital- 
deduction trust would probably be taxed at 
60 per cent, in lieu of the 15 per cent rate 
otherwise applicable to the inheritance left 
outright to the surviving spouse. Consider- 
able time, effort and legal ingenuity will be 
required to reasonably and equitably limit 
fiscal exactions of these two countries with 
respect to decedents’ estates. 


Death duties have reached very high 
levels everywhere. Accordingly, little or 
next to nothing could remain for heirs and 
beneficiaries in those instances where two 
jurisdictions will tax an estate in its en- 
tirety, each disregarding, in whole or in part, 
the taxes claimed by the other. 


Since estates of United States citizens 
residing in Austria are in the danger zone 
and are faced with the predicament of 
double taxation, remedial measures by leg- 
islation or treaty are certainly indicated. 
It is conceivable that a large estate would 
be entirely depleted by the joint imposition 
of United States and Austrian death taxes, 
the top United States rate being 61 per 
cent and the top Austrian rate being 60 
per cent. ‘[The End] 
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Federal Tax 


October 15—— 


Due date, by general extension, of returns 
for the fiscal year ended April 30, 1957, 
in the case of (1) foreign partnerships, 
(2) foreign corporations which main- 
tain offices or places of business in 
the United States, (3) domestic corpo- 
rations which transact their business and 
keep their records and books of accounts 
abroad, (4) domestic corporations whose 
principal income is from sources within 
the possessions of the United States 
and (5) American citizens residing or 
traveling abroad, including persons in 
the military or naval service on duty 
outside the United States. (Code Sec- 
tions 6081 and 6151; Regulations 118, 
Section 39.53-3(a).) Forms: (1) Form 
1065; (2)-(4) Form 1120; (5) Form 
104). 


Monthly information returns of stock- 
holders and of officers and directors of 
foreign personal holding companies due 
for September. Form 957. (Code Sec- 
tion 6035.) 


Due date for delivery to local director of 
internal revenue, by stamp depositaries 
of the United States, of requisitions 
for all stamps purchased during the 
preceding month, with statement showing 
stamps on hand at beginning and end 
of such month and stamps sold during 
that month. Payment also due for 
proceeds of sales of stamps sold during 
preceding month. (Regulations 71, Sec- 
tion 113.142.) 


Due date for payment of income tax by 
fiduciary of decedent’s estate where in- 
stallment method of payment was elected. 
(Code Section 6152.) 


oil by pipeline; telephone, telegraph, 
radio and cable messages and services; 
transportation of persons; admissions, 
dues and initiation fees; gasoline, 
lubricating oils and matches; sales by 
manufacturers, including sales of pistols 
and revolvers; processing of certain 
oils; sales by the retailer; manufacture 
of sugar; transportation of property; 
and diesel fuel. However, if, and only 
if, the return is accompanied by de- 
positary receipts (Form 537, Deposi- 
tary Receipt for Federal Excise Taxes), 
showing timely deposits, in full pay- 
ment of the taxes due for the entire 
quarter, the return may be filed on or 
before the tenth day of November. 
Form 720. (Regulations Sections 477.2- 
477.4.) 


Employers’ quarterly returns and pay- 


ments (by depositary receipts or cash) 
of the following taxes for the third 
quarter of 1957: (1) employees’ tax 
withheld under Code Section 3102; (2) 
employers’ tax under Code Section 3111; 
and (3) income tax on wages withheld 
under Code Section 3402. The employer 
may either include with his return (Form 
941) direct remittance to the district 
director or attach to such return a de- 
positary receipt for the amount vali- 
dated by a federal reserve bank. A 
deposit for September should be made 
in ample time for inclusion with his 
quarterly return. Where the return on 
Form 941 is accompanied by depositary 
receipts (Form 450) showing timely de- 
posits in full payment of the taxes due 
for the entire third quarter, the return 
may be filed on or before November 
10. (Regulations 120, Sections 406.601, 
406.606. ) 


Due date of federal use tax return and 
payment of tax on highway motor ve- 
hicles where first use occurred in Sep- 
tember, 1957. (Regulations Sections 
41.6011(a)-1, 41.6071(a)-1.) Form 2290. 


October 31—— 
Due date of return for the quarter ending 
September 30, 1957, of excise taxes on 
safe deposit boxes; transportation of 
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